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FOREWORD

FOREWORD

This is Lloyds Bank'’s third annual survey

of the UK automotive manufacturing sector,
part of a series of reports that look to examine
the main opportunities and issues affecting
Britain's key industries.

2016 was a tumultuous year, with huge
political upheaval across the globe bringing
potential economic uncertainties.

The UK's decision to leave the EU created
the biggest potential uncertainty for the UK’s
automotive industry last year.

Not only are many of the car makers
operating in the UK internationally
owned — from Bentley to BMW —but the EU
is the biggest overseas market for British-
made cars, accounting for 94.7 per cent of all
commercial vehicle exports in 2016

But the industry has been extremely proactive
in seeking assurances from the government
about the shape of the post-EU referendum
trading environment and ministers appear
keen to sit down with industry bodies and
manufacturers to listen to their concerns
and opinions.

The Chancellor, Phillip Hammond,
reinforced the government’s support for
the future of the industry in his Autumn
Statement when he announced £390million
to help British businesses develop future
transport technology?.

Thatincluded a £100million investmentin
testing infrastructure for driverless cars and
£80million to install more charging points for
electric vehicles.

The automotive sector is hugely important
to the UK economy. Itis the UK's largest
manufacturing export sector® and its supply
chainis spread nationally, with a presence in
every UK region®.

Our automotive sector is also one of
the most efficient in the world, bucking the
national trend with the most productive
workforce in Europe®.

The industry’s focus on lean manufacturing
and automation is one that could pay dividends
for other manufacturing sectors too, as tackling
Britain's productivity gap is currently a top
priority for government.

The UK automotive industry is a shining
example of a British success story and we
hope you find this research both useful
and informative.

1 European exports fuel commercial vehicle
production in 2016, SMMT, January 2017

2 Autumn Statement, November 2016

3 Ministers discuss Brexit with the automotive industry,
December 2016

4 Automotive Council UK 2010

5 Automotive sector responds to Autumn Statement,
Motor Trade News, November 2016

See David Atkinson give his insight into
the future of the UK automotive industry.

Watch the video now at

Dave Atkinson
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EXECUTIVE SUMMARY

EXECUTIVE SUMMARY

The UK automotive industry is going from
strength to strength, despite the potential
issues and uncertainties presented by the
global economy.

In 2016, the sector enjoyed a record year,
building more than 1.7 million cars, around 1.3
million of which were exported®.

It directly employed 169,000 people
in manufacturing, and is one of the most
productive sectors in the UK’,

But our car makers (which are now almost
exclusively foreign-owned) and their supply
chains are reliant on the EU for more than
half of British car sales, and growing, so
the automotive industry had more reason
than most to watch the outcome of the EU
referendum closely.

Before the referendum, more than three
quarters of members of the Society of Motor
Manufacturers and Traders (SMMT) —which
represents the UK motor industry — said

remaining in Europe was best for their business®.

And with the first half of 2016 having been
characterised by the overriding uncertainty
that affected the economy in the run up to
the referendum, it's encouraging to see that
the industry ended the year with positive
production figures, the result of years of
continued investment.

Our research found that the sector is
cautiously optimistic, but we expect firms to
have an eye on the longterm, where continued
uncertainty could have an impact on investment
and growth.
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That was reflected in investment and
recruitment plans, with average investment
plans over the next two years holding firm at
19 per cent of turnover and job creation aims
remaining stable at around 85,000 new jobs
over the next two years.

However, much rests on the nature of the
UK’s future trading relationships and some
firms are continuing to put plans on hold as they
await further details of Britain’s exit from the EU.

Having said that, firms are moving to create
new growth opportunities, looking at increasing
their investment in research and design (R&D),
with a particular focus on electric cars and
driverless vehicle technology. The automotive
industry is currently experiencing one of the
biggest periods of transition since the invention
of the internal combustion engine, with
technology firms like Google, Apple and Uber all
looking to disrupt the market.

It's clear that the cars on ourroadsin a
decade’s time will be significantly different from
those that we are driving today.

British manufacturers are displaying the
kind of insight and innovation that will secure
their place at the heart of the new global
automotive industry.

6 December and Full Year 2016 Overview, SMMT

7 UK car production hits 12-year first-quarter high, the
Guardian, April 2016

8 Remaining in Europe is best for our businesses,
SMMT, March 2016

Firms are moving to
create new growth
opportunities, looking
at increasing their
investment in research
and design, with a
particular focus on low
carbon and driverless
vehicle technology.

P5 KEY FINDINGS >



KEY FINDINGS 5

KEY FINDINGS

CHALLENGES AND OPPORTUNITIES

say increased costs due to weak sterling are investing in or planning to engage think the 2015 emissions issue
isachallenge new international customers in the next negatively impacted consumer
two years confidence in the industry

PRODUCTIVITY, PAY AND GROWTH

of current business turnover is the say automation is the biggest average forecasted growth in turnover
average planned investment over the investment priority for their business over the next two years
next two years
INNOVATION
have started work to plan to develop low of turnover is the average
develop driverless vehicle carbon or electric vehicle planned investment
technology technology in R&D
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INDUSTRY FOCUS — THE EU REFERENDUM

THE EU REFERENDUM

A
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By the time this research
was conducted, the dust
around the leave vote had
settled to some extent, and
the UK economy proved
more robust than many
had expected.

29
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In the build up to the referendum, the
automotive sector was strong in its view that
a vote to leave the EU would not be in the
industry’s best interests.

That's understandable, given that our
respondents said that an average of 31 per cent
of their business was dependent on foreign
owned automotive manufacturers, up from 26
per centin 2015.

But by the time this research was conducted,
the dust around the leave vote had settled to
some extent, and the UK economy proved more
robust than many had expected.

And businesses do see opportunities from
Britain's exit, chiefly through less bureaucracy
and regulation (35 per cent), more competitive
exports from the ongoing weakness of sterling
(34 per cent), more opportunities for mergers
and acquisitions (28 per cent), and improved
international trade agreements (28 per cent).

Given that the negotiations over Britain's
exit from the EU may not make any significant
headway until laterin 2017, and with two years
set to lapse before the UK ceases to be part of
the EU, it seems that firms are using this time to
take action to future-proof their business.

But that doesn't mean that their concerns
have evaporated. The exit from the EU was
considered to be the biggest threat to supply
security over the next two years, flagged by 30
per cent, while 29 per cent said leaving the EU
was one of the biggest challenges facing the
industry over the next two years.

The most commonly raised challenge being
faced as a direct result of leaving the EU was
the increased cost of goods, caused by the
devaluation of sterling, which was of concern to
26 per cent of firms.

What are the biggest opportunities that you see for the industry following the

decision to leave the EU?

34%

28%

28%

27%

27%

35% . Less bureaucracy and regulation

Weak sterling makes exports more competitive
More merger and acquisition opportunities
Improved international trade agreements
Increasing confidence

More bilateral trade deals with more countries
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Despite challenges, the UK remains an
attractive place to do business according to
Lawrence Davies MBE, chief executive of the
Automotive Investment Organisation, part
of the Department for International Trade
(formerly UKTI). He said, “The sector is still
highly attractive in terms of costs, ease of
doing business and providing access to world
class R&D.”

of respondents’
business is dependent
on foreign-owned
manufacturers

A

o0

With two years set to lapse
before the UK ceases to be
part of the EU, it seems that
firms are using this time to

take action to future-proof
their business.

2

Have you already brought any of your manufacturing process back to the UK?

55%

Yes

50%

50%
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2016

2015
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INDUSTRY FOCUS — THE EU REFERENDUM

Challenges faced as result of leaving EU

26%

24%

19%

18%

16%

15%

Increasing cost of goods
(due to low value of sterling)

. Global economy
. Price volatility - materials

. Overseas competition

. Sustainability

. Local competition

A

o0

The most commonly raised
challenge being faced as a
direct result of leaving the EU
was seen as the increased
cost of goods, caused by the
devaluation of sterling, which
was of concern to 26 per cent
of firms.

2o

plan to engage new international of planned investment is estimated to

customers in the next two years
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beinthe UK

of planned investment is estimated to
beinthe EU
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GROWTH & INVESTMENT

2016 was the UK automotive industry’s most
productive period this century.

More than 1.7 million cars rolled off UK
production linesin 2016, an 8.5 per cent uplift
on 2015 and the highest output since 1999°.

But with around eight out of every ten cars
manufactured in the UK now exported, bound
for one of 160 markets worldwide, and more
than half of all UK car exports going to the EU,
plenty rests on the future overseas trading
relationships that Britain develops.

However, planned investments into the
industry mean 2017 should continue on track,
providing there are no political or economic
shocks affecting demand or supply.

Firms told us their growth forecasts for the
next two years remain at 15 per cent of current
turnover, on an anticipated investment of 19
per cent of turnover over the next two years,
whichis unchanged on last year.

This level confidence looks well-placed given
the industry’s track record in bidding for new
business. We asked firms what percentage of
all tender opportunities received do they
respond to, and the average was 44 per cent—

GROWTH & INVESTMENT

although perhaps a substantial figure it does
pose the question as to what prevents the

supply chain tendering for an element of the
other 56 per cent - is this a lost opportunity?

Of those, firms told us that they won a
healthy 40 per cent of tender opportunities
they went for.

When it comes to achieving growth, the
focus this year remains on new product
development (39 per cent), which is likely to
be driven by firms seeking to capitalise on
the shift towards low emission, electric and
driverless cars.

Plans to invest in infrastructure (22 per cent)
and to pursue mergers and acquisitions (20 per
cent) fell back significantly on last year, from 43
per cent and 35 per cent, respectively. Firms are
also prioritising existing product development
(36 per cent) and entering new markets (31 per
cent), likely in a move to seek out alternatives
to EU markets.

917 year high for British car manufacturing, SMMT,
January 2017

A
o0

When it comes

to achieving
growth, the focus
on new product
development
remains, which is
likely to be driven
by firms seeking to
capitalise on the
shift towards low
emission, electric
and driverless cars.

29

What are the biggest investment priorities for your business?

50%
45%

27%

< PREVIOUS PAGE

26%

I 23%

Automation

Digital technology
Dataidentification and analysis
Energy efficient systems

Robotics
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When asked how they planned to fund
growth plans, a large majority (65 per cent) o
identified cash reserves, followed by cash flow 5 o
finance (46 per cent), asset finance (43 per
cent) and equity (40 per cent), all of which
4 O 0/ have grown in popularity year-on-year. One plan to use cash reserves
0 striking result was the dramatic fall from favour to fund growth over the
of using debt to fund growth. This formed part next two years
of 25 per cent of firms’ growth plans last year,
but has since fallen to 14 per cent, perhaps
because of the possibility of interest rate rises
percentage of tender opportunities on the horizon.

entered are won But it seems that firms are convinced of the
value of investing to boost their productivity
further, with automation, digital technology,
data, energy efficiency and robotics the top five
investment priorities.

Almost two thirds (65 per cent) of investment

will take place in the UK, with 34 per cent
still headed for the EU and just one per cent
destined for elsewhere.

As a percentage of current business turnover, what is your expected growth forecast for the next two years?

31%

2015

2016

24%
22%

13%
9%
5% 5% 4%
3%
0,
Nogrowth | essthan 5% 5-10% 11-15% 16-25% 26-35% 36-50% Over 50%
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64%

plan to bring some of their
manufacturing back to
the UK within the next

two years

EMPLOYMENT

EMPLOYMENT

The British automotive sector employs some
169,000 people directly in manufacturing,
including some of the world’s most-skilled
engineers, with more than 30 manufacturers
building more than 70 different models.

They are supported by more than 2,000
component providers, employing more than
814,000 people across the wider industry?*®.

Akey focus for the industry has been to
secure a pipeline of skilled engineers by
providing apprenticeships and training, which is
a strategy that Lloyds Bank is supporting as part
of its Helping Britain Prosper plan.

Lloyds Banking Group has committed to
supporting the Advanced Manufacturing
Training Centre in Coventry, investing £1
million a year to develop more than 1,000
manufacturing apprentices, graduates, and
engineers by 2020.

11

2015 was a big year for automotive
investment, with announcements from Jaguar
Land Rover, The London Taxi Company and
Nissan creating more than 2,500 new jobs. In
2016, Nissan announced plans to develop its
Sunderland factory into one of the biggest car
plants in the world, safeguarding more than
7,000 jobs, while Jaguar Land Rover has said it
could create 10,000 jobs building electric cars in
the Midlands™.

10 UK Automotive, SMMT, 2016
11 Jaguar Land Rover aims to create 10,000 UK jobs in
electric car push, Financial Times, November 2016

How many jobs do you plan to create in the next two years?
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24%

| 20%

I I i

7%

I 4%

6% 6%

2%

l
=
o

11-25

26-50

51-100

101-249

250+

None

Don't know

Cutting jobs
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We have already seen how manufacturers
are making moves to invest in automation to
maintain their high levels of productivity, but
that does not appear to have had a huge impact
onjob creation as yet.

Automotive firms told us their job creation
plans had fallen back only marginally, from an
average of 33 to 31 jobs per business over the
next two years.

If their job creation plans come to pass, the
sector’s job forecast growth is stable, with
84,909 jobs set to be created across the
automotive supply chain by 2019 — very similar
to the 84,975 in 2015. However, much depends
on securing the conditions which maintain UK
automotive competitiveness, to safeguard jobs
in the future.

EMPLOYMENT

Another factor supporting homegrown
job creation is the ongoing reshoring of
manufacturing to the UK, which has accelerated
since last year, possibly due to firms bringing
operations back from Europe.

Last year 58 per cent of firms said they
planned to bring some manufacturing back to
the UK within two years, which has grown to 64
per centin 2016.

In the same period, the proportion of
manufacturing operations that firms planned
to reshore also grew from 26 per cent to 31 per
cent. Anecdotally, employers aren’t onshoring
purely to secure supply or quality, with many
demonstrating a desire to support the economy
in the UK and their local area too.

Does your business plan to bring any percentage of its manufacturing back to the UK within the next
two years?
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Anecdotally,
employers aren't
onshoring purely
to secure supply or
quality, with many
demonstrating a
desire to support
the economy in the
UK and their local
areatoo.

o
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The USis a natural fit

for many firms, given the
lack of alanguage barrier
and the entrenched
relationships that already
exist with UK suppliers.
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INTERNATIONAL
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INTERNATIONAL

The British automotive sector is a global
institution.

But decades of consolidation in the sector
mean that most British car makers —even
quintessentially English brands like Rolls Royce,
Aston Martin and Land Rover —are largely
overseas-owned and their biggest markets are
all abroad.

More recently years of investment have
helped to build an industry that is globally
competitive, achieving long-term growth after
being damaged by poor productivity and
overseas competition in the latter part
of the 20th century.

Of course, in 2016, the economy was
impacted by some significant events, from the
EU referendum to the Chinese slowdown and
the election of Donald Trump, which will have
caused many firms to reflect on the nature of
their existing and future overseas operations.

But the UK sector clearly still has a strong
appetite for engaging new international
customers, with 77 per cent reporting they
were investing or planning to do just thatin
the next two years, up slightly from 74 per cent
last year.

The number of firms planning to engage new
customers in Western Europe rose slightly to 65
per cent, from 61 per cent last year.

The number of firms targeting North America
grew more strongly, from 46 per cent to 53 per
cent. This could be because firms are seeking
alternatives to existing European customers in
order to hedge against any potential disruption
to trade as the UK moves to leave the EU.

The US is a natural fit for many firms,
given the lack of a language barrier and the
entrenched relationships that already exist
with UK suppliers —in 2016 the USA was the
biggest single market for UK-built cars after
the EU, accounting for 14.5 per cent of total
sector exports®?.

We've also seen that investment in
infrastructure and mergers and acquisitions
was a strong focus for the industry in 2015. This
appears to have paid dividends as 75 per cent
of firms said they had the capacity to increase
production if the opportunity arose to expand
into a new market.

Only five per cent said this would require
additional investment, down from 14 per cent
last year.

Of the few customers not planning to engage
new customers overseas, the main barrier
was the same as last year — a lack of knowledge
of international markets (60 per cent) —
followed by a focus on the domestic market
(47 per cent) and the weakening of the pound
(40 per cent) which has impacted the cost of
overseas investment.

12 17 year high for British car manufacturing, SMMT,
January 2017

/7%

are investing or
planning to engage new
international customersin
the next two years
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4 INTERNATIONAL

In which markets are you considering investing or planning ahead to engage / /
new international customers? . ‘
North America Vear Investment in infrastructure
% W o and mergers and acquisitions
539 W o was a strong focus for the
South America industry in 2015. This appears

to have paid divedends.
31% o0
/7

61%

65%

21%

20%
Africa
19%

9%

Middle East
26%

30%

Far East
27%

26%

< PREVIOUS PAGE P15 CHALLENGES & OPPORTUNITIES >




CHALLENGES AND OPPORTUNITIES

15

CHALLENGES & OPPORTUNITIES:
FROM EMISSION TO ELECTRIC CARS

57%

are developing driverless
vehicle technology

62%

of firms thought the
2015 emissions issue
had a negative impact on
consumer confidencein
the industry
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The automotive industry is experiencing a
period of intense technological innovation
that will help shape the sector for many years
to come.

The drive to create cleaner, lighter, more
efficient vehicles is behind much of the new
product development we are seeing, though
driverless cars are also a key focus for investment.

Much of this innovation is to help cut
vehicle emissions as consumer demand for
cleaner cars grows. Electric cars are becoming
ever more practical options for drivers, as
vehicle manufacturers have invested billions
developing new plug-in cars and vans with an
ever-greater range.

Lauren Pamma, Head of Consultancy at
Lex Autolease, which has more than 10,000
alternative fuel vehicles on its fleet, comments:

“Uptake of plug-in electric vehicles across the
UK market has shot up over the last couple of
years. In late 2014 Lex Autolease had just over
1,600 plug-in vehicles. This number has increased
to almost 6,000, with more than 5,600 being
plug-in hybrids that run on both electricity and
petrol or diesel.

“This increase has been fuelled on one side by
tax incentives and grants, and on the other by the
increased driving range in pure electric
mode and greater availability of more models
from manufacturers.”

Mercedes has said that it is likely to be 2025
before electric motors are the same price as
traditional engines, though cheaper running
costs will mean that the tipping point for
consumers considering an electric car will
come sooner?,

There seems little doubt that electric cars will
become increasingly important in the future,
and the rewards for those who secure a slice of
that market will be huge, hence the enormous
amounts being invested by the industry and new
players looking to disrupt the market.

And the UK seems determined to stay at the
forefront. Aimost half (46 per cent) of firms told
us they were investing in R&D to address the
current opportunities around innovation. While
38 per cent were collaborating with other firms,
34 per cent were hiring new staff, presumably
to upskill their workforce, and 28 per cent were
looking to acquire other businesses to maximise
innovation opportunities.

And firms told us they increased planned R&D
investment from 17 per cent of turnover in 2015
survey, to 24 per cent in 2016, although in future
this may change as the implications of Britain's
exit from the EU become clearer. They also
reinforced plans to upskill their staff or change
their processes or business model to develop low
carbon or electric vehicle technology, which is
being pursued by 64 per cent of firms, up from 52
per centlastyear.

They are chasing the opportunity with more
urgency than last year: 27 per cent are already
active inthat area, 40 per cent plan to startin the
next year and a further 27 per cent plan to start
within two years. Driverless technology,
despite the field being occupied by disruptive
new players to the market like Google, Uber,
Apple and BlackBerry, is also on manufacturing
firms’ agendas.

While 57 per cent said they had already made
moves to develop driverless vehicle technology,
afurther 18 per cent hold plans to do so. Such
investment, alongside the impact of the
referendum on sterling exchange rates, are likely
to have influenced respondents’ views on the
price of cars going forward.

While a fifth (20 per cent) predicted they
would increase significantly in the next two years,
39 per cent forecast a marginal increase and 29
per cent anticipated they would stay the same.
Just 12 per cent foresaw a marginal decrease
in car prices with no respondents thinking they
would decrease significantly.

13 Investors get ready for the coming electric car
revolution, The Wall Street Journal, December 2016
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ARE YOU PLANNING TO CHANGE YOUR PROCESSES TO
DELIVER DRIVERLESS VEHICLE TECHNOLOGY?

Don't know/
other

No

Yes —some progress
already made

Yes —planning to 23%
implement \

Yes —significant progress
already made
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Mike Hawes

Chief Executive, the Society
of Motor Manufacturers and
Traders (SMMT)
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INDUSTRY BODY CLOSING STATEMNENT

Despite uncertainty and political upheaval,
2016 was a strong year for UK automotive.

Arecord 2.7 million new cars were registered
by British buyers, while car production achieved
a 17-year high of 1.7 million and global exports
reached record levels.

An impressive performance, but we must
be clear that itis one built on significant earlier
investment. Businesses will inevitably pause
investment decisions when conditions are
unclear, and we're already seeing evidence of
this, with fewer major commitments made in
2016 thanin recent years.

This report’s finding that companies are
exploring opportunities to future-proof their
businesses in the hiatus before we leave the EU
is, therefore, encouraging.

Our members have been clear. We must
secure the right deal with Europe if we are to
safeguard future investment. So SMMT will
continue to advocate the need for tariff- and
non-tariff barrier-free access that keeps vehicles,
components and people moving freely across
borders —thereby helping keep us globally
competitive. If the UK gets it wrong, the impact
will be felt, not just in manufacturing, but the
market as a whole.

There are, however, good reasons to
be positive: The UK is home to world-class
manufacturing facilities, one of Europe’s most
highly skilled, flexible and productive workforces,
and an ever-growing ecosystem of suppliers
and services.

17

FORWARD THINKING

We are now the second biggest producer of
premium vehicles in Europe, behind Germany,
and the third largest car producer.

We must build on these strengths with
initiatives such as The Advanced Manufacturing
Supply Chain programme, which has already
delivered £75 million worth of investment,
playing animportant part in cementing the
supply chain in the UK. Funding will be crucial
to growth which is why we welcome the work
Lloyds Bank is doing. Government collaboration
is also critical and we're encouraged by its
commitment to supply chain growth as part of
its proposed industrial strategy for the UK.

As this report demonstrates, UK Automotive
is forward looking and committed to continuous
development, with manufacturers already
investing in digital technology that will take
production into the next decade and beyond.

With our engineering excellence, rich
heritage ininnovation, and a commitment from
government to support research, development
and testing of next generation ultra low
emission and connected and autonomous
vehicles, Britain remains a fantastic place to
design, produce and sell automotive products
with global appeal.
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HELPING BUSINESS TO GROW

Our financial teams have the experience and know-how to help make
your growth, investment and export plans a reality. We're proud to work
closely with some of the leading automotive businesses in England and
Wales, and could provide a range of solutions for your business.

For more information, get in touch with us.

DAVE ATKINSON

UKHEAD OF MANUFACTURING,
COMMERCIAL BANKING

07764 625666
david.atkinson@Illoydsbanking.com

TIM SMITH

HEAD OF MOTOR FINANCE, BLACK HORSE
07768 398851
tim.smith@blackhorse.co.uk

STUART APPERLEY

DIRECTOR - HEAD OF AUTOMOTIVE,
COMMERCIAL BANKING
07734973108
stuart.apperley@lloydsbanking.com

CRAIG MCNAUGHTON

CORPORATE DIRECTOR, LEX AUTOLEASE
07970586261
craigmcnaughton@lexautolease.co.uk

TIM KOEMAN

CLIENT MANAGER,

GLOBAL TRANSACTION BANKING
07900702047
tim.koeman®@lloydsbankcf.co.uk

Methodology
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FOR MORE INFORMATION

e Go to Lloydsbank.com/business Please contact us if you would like this
information in an alternative format
While all reasonable care has been taken to ensure that the such as Braille, |arge print or audio.

information provided is correct, no liability is accepted by Lloyds
Bank for any loss or damage caused to any person relying on

any statement or omission. This is for information only and Please note that any data sent via e-mail is not secure and
should not be relied upon as offering advice for any set of could be read by others

circumstances. Specific advice should always be sought in each

instance.

Important information

Lloyds Bank plc Registered Office: 25 Gresham Street,
London EC2V 7HN. Registered in England and Wales no.
2065. Telephone: 0207 626 1500. Eligible deposits with

us are protected by the Financial Services Compensation
Scheme (FSCS). We are covered by the Financial
Ombudsman Service (FOS). Please note that due to FSCS
and FOS eligibility criteria not all business customers will be
covered.

Lloyds Banking Group includes companies using brands
including Lloyds Bank, Halifax and Bank of Scotland and their
associated companies. More information on Lloyds Banking
Group can be found at lloydsbankinggroup.com.

Issue date: 2017

Lloyds report: 2017LBGAUTOMOTIVE

LLOYDS BANK
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