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GBP: The ongoing disappointment

EUR/GBP broke through our quarter-end target of 0.91. We see more
downside to sterling and expect EUR/GBP to trade above 0.92 this
summer. As UK-EU negotiations are unlikely to progress, more risk
premium can be priced into GBP. We also note the structural change in
GBP sensitivity to risk post Brexit referendum
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The biggest G10 FX underperformer

GBP remains the biggest G10 FX underperformer- the worst performing G10 currency both
this month and this quarter and EUR/GBP has reached our quarter-end target 0.91.

Here we review various GBP drivers, gauge what is priced in and conclude that more
downside still lies ahead for GBP. We expect EUR/GBP to reach and breach the 0.9200 level

this summer.

Prime minister Boris Johnson's speech today does not alter much GBP prospects as (a) the
infrastructure spending was expected, as was outlined in the March budget, (b) the UK-EU

trade negotiations remain the key driving factor behind GBP.
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Risk premium present but not extreme yet
Following GBP's meaningful underperformance, a fair degree of risk premia is currently priced into

sterling - around 4% according to our short-term EUR/GBP financial fair value model (Figure 1).

This contrasts with the state of affairs in mid-May when we viewed the market as inadequately

pricing in the uncertainty related to the UK-EU trade outlook (see GBP: Market too complacent on

transition risk). While the GBP risk premium has risen since then (it's currently worth around 4% vs
no risk premium priced in at the time) it still remains below the levels observed in August 2019,
during the heightened uncertainty over the Brexit outlook (the GBP risk premium exceeded 5%

back then).

As the UK government refused to request the extension of the transition period and the form of
the UK-EU trade deal (if there is one) remains uncertain, there is scope for meaningful GBP risk

premium to increase further, to the levels seen in August last year.

Hence, our forecast for further GBP weakness and EUR/GBP breaching the 0.92 level this summer,

consistent with an additional 1% rise in the risk premium.

Figure 1: Risk premium creeping back into sterling
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Limited reasons to price out the possibility of BoE negative rates

As the outlook for the UK-EU trade negotiations - the main driver of GBP - remains veiled in
uncertainty, there is little scope for the market to priced out the non-negligible odds of the Bank of

England negative interest rates.

As Figure 2 shows, the market is pricing in the policy rate below zero in early next year. Unless the
UK-EU trade negotiations surprise on the upside (which is unlikely in summer months), there will
be little impetus for the market to change the probability distribution of the negative rates

outcome. This, in turn, means limited room for a GBP rally.


https://think.ing.com/articles/gbp-market-too-complacent-on-transition-risk/
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Figure 2: Market pricing probability of negative rates

BoE Implied Policy Rate (%)
0og

006
008

0oz

{l T T T T T 1 T T 1
-0.02
-0.04

-0.05
Current  Aug-20 Sep-20 Mow-20  Dec-20 Feb-21 Mar-21  May-21

Source: ING, Bloomberg

Market is short sterling, but not excessively

The speculative community remains short GBP, with only CAD exerting higher speculative shorts

among the G10 currencies reported by CFTC (see FX Positioning: Shorting North America). Still,

sterling shorts remain well below the levels observed during the third quarter last year (Figure 3),

when Brexit concerns peaked.

Given the overriding importance of the UK-EU trade negotiations as an idiosyncratic GBP driver,
the possible negative outcome from the trade negotiations would likely lead to an increase in

short positioning, which is by no means stretched by historical standards.

Figure 3: Sterling speculative shorts not excessive
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No material signs of stress in the option market

The options market does not appear to show any material signs of stress.

The EUR/GBP implied volatility term structure is ordinarily upward sloping (Figure 4), with limited
kinks visible in the term structure. This suggests the market does not appear to pencil in the
negative outcome with a meaningful probability, in turn increasing the potential for more

meaningful GBP weakness if UK-EU trade negotiations fail.

Figure 4: The GBP option market not showing signs of stress
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Structural change in GBP sensitivity to risk post Brexit referendum

The importance of Brexit as a driver of GBP is clearly seen in the altered sterling correlation with risk
(gauged by MSC world).

While sterling (vs the euro) is currently three times more sensitive to falling markets vs rising
markets (meaning that GBP suffers proportionally more in falling markets than it benefits in rising
markets), prior to the Brexit referendum the difference in sensitivities was even more (as Figure 5
shows). This explains why GBP has not fully benefited from the rallying global stock markets this

quarter.

In our view, the Brexit factor shifted the positive spillovers from the global drivers into sterling further

into the background.
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Figure 5: Structural change in GBP sensitivity to risk post Brexit referendum
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Overall, while some risk premium is evident in sterling (more so in the spot market than in
the options market), more can be priced in if the uncertainty about the outcome of the UK-
EU trade negotiations prevail / the outlook deteriorates. This means EUR/GBP is likely to push
through the 0.9200 level this summer, with clear upside risks. While we expect some form of
a UK-EU trade deal to be agreed by October this year (and GBP to recovery by year-end), a
high degree of uncertainty prevails and we prefer to focus on the near-term outlook - which

we view as GBP negative.

For EUR/GBP to reach the 0.95 level, what we would need to see is in our view either (a) a
sharp rise of the uncertainty about the future of the UK-EU trade relationship, or (b) another
collapse in global risk assets (as we have seen in March), which would make GBP vulnerable,

or (c) the Bank of England embarking on negative rates.

On the latter, we estimate that two 25 basis point rate cuts would push short-term EUR/GBP
fair value higher by 4-5 big figures.

At this point, none of the above are our base case, hence our call for EUR/GBP trading

around 0.92 this summer.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank
N.V. ("ING") solely for information purposes without regard to any particular user's investment
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loss arising from any use of this publication. Unless otherwise stated, any views, forecasts, or
estimates are solely those of the author(s), as of the date of the publication and are subject to
change without notice. The distribution of this publication may be restricted by law or regulation
in different jurisdictions and persons into whose possession this publication comes should inform
themselves about, and observe, such restrictions. Copyright and database rights protection exists
in this report and it may not be reproduced, distributed or published by any person for any
purpose without the prior express consent of ING. All rights are reserved. The producing legal
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(Registration number BR0O00341) at 8-10 Moorgate, London EC2 6DA. For US Investors: Any person
wishing to discuss this report or effect transactions in any security discussed herein should
contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of
ING, and which has accepted responsibility for the distribution of this report in the United States

under applicable requirements.
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