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Business in Britain - Manufacturing

Welcome

It's an often-repeated myth that the UK
doesn’t make things anymore.

The reality is that we are still the ninth largest
manufacturing nation in the world and the
sector plays a vital role as an employer, exporter
and innovator.

British-made goods are celebrated
and sought-after around the world, with
manufacturing accounting for 44% of all the
UK’s overseas sales.

Manufacturing still contributes 10% of UK
Gross Value Added (GVA), represents 70% of
all business Research and Development (R&D)
spend and directly employs 2.7 million people.

However, the sector is also currently facing
a diverse range of challenges that might be
unprecedented in its history and we wanted
to give manufacturers a platform to share their
insights, ambitions and anxieties.
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We've consulted at the highest level across
the industry to produce this report, speaking
with hundreds of senior leaders at large
manufacturers in order to get under the skin
of the sector.

Investing in research like this is all part of our
ongoing effort to back British manufacturers.

Year on year, our specialist teams are working
to help firms achieve their full potential.

This report will help to inform how Lloyds
Bank can continue to effectively support
manufacturers, and we hope it will also promote
discussion and drive awareness of the issues at
the top of the manufacturing industry’s agenda.

..we are still the ninth largest manufacturing nation in the world and

the sector plays a vital role as an employer, exporter and an innovator.
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of respondents are exporters

AT A GLANCE

say demand for their products
from overseas is growing

1-House of Commons Library Briefing Paper — Manufacturing: Statistics and Policy, November 2018

say the UK leaving the EU
threatens turnover growth
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Current environment

o
Given ongoing reports that
uncertainties, including delays
to the UK’s exit from the EU,
have impacted manufacturing
investment, it's encouraging to
see that firms are now readying
plans to invest.
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and outlook

It's heartening to see that the majority of
manufacturers we spoke to have growth on
the agenda.

Though they are evenly split on whether the
economy will grow (34%) or contract (35%)
over the next year, they are far more certain of
their own potential, with 79% forecasting that
turnover willincrease over the next five years,
and by an average of 12%.

The same goes for job creation, with 60%
predicting their headcount will increase over
the next five years, recruiting on average 40 new
staff each year.

Firms told us they plan to drive revenue growth
primarily through new product development
(49%), investment in IT (30%), new equipment
(24%) and increasing capacity (22%).

Given ongoing reports that uncertainties,
including delays to the UK's exit from the
European Union (EU) and global trade disputes
have impacted manufacturing investment, it's
encouraging to see that firms are now readying
plans to invest.

When it comes to spending priorities, as well
as developing new products (23%), they're
planning more strategic investments to boost
their long-term competitiveness in skills (17%),
automation (15%), sustainability (11%) and
robotics (10%).

However, it is striking that respondents also
say their primary concern is to increase turnover
(40%), with only half as many prioritising
improving productivity (21%).

This is despite the fact that the UK’s
productivity remains comparatively weak versus
other G7 countries?,

What do you see as the main opportunities to grow your turnover?

36%
34%

32%

2-0NS: International comparisons of UK productivity, April 2018

27%

I 25%

23%

22%

. Expanding/improving our range
of products/services

. Encouraging our current customers
to buy more

. Increasing production

. Mergers and/or acquisitions

. Entering new international markets
. Entering new domestic markets

. Increasing prices




Capital ideas

Manufacturing is a capital-intensive sector.
We asked manufacturers whether their cash
flow cycle —the amount of time it takes them to
turn products into cash —had become longer or
shorter than it was a year ago.

Half (49%) reported that it had become
longer, while just over a third (37%) said their
cycle had reduced.

As aresult, three in five (61%) have taken
steps to shorten their cash flow cycle and
improve liquidity within their business.

This should come as no surprise. Firms need
resources to draw on in case of unexpected
expenses and manufacturers are exposed
to anarray of global political and economic
uncertainties, with 93% of those we spoke to
trading internationally.

After responding to political and economic
uncertainties, the most common reason for
shortening cash flow cycles is to free up cash to
invest in new technology (23%), which should
improve productivity in the medium term.

As the chart shows, firms are using a range of
tools to shorten their cash flow cycle, including
leveraging their size — 75% of firms surveyed

have turnovers of £101 million or more —to
negotiate better terms with their supply
chains, as well as working with their customers
and suppliers and building new relationships
to make their operations more robust and
responsive.
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Reacting to risk

Another key trend this year has been
the stockpiling of raw materials and semi-
finished goods.

A majority (62%) of firms told us they had
moved to store inventory in the last year,
primarily in response to concerns that imports
and exports could be complicated by the UK's
exit from the EU (69%).

A smaller majority (57%) have asked firms in
their supply chain to stockpile, to mitigate the
potential impact of the UK leaving the EU.

So, it seems that, while manufacturers have
made diverse efforts to increase liquidity in their
business, these funds have been deployed to
stockpile assets rather than invest in growth.

This could yet prove to be a missed
opportunity with long-term implications for the
sector, though it is an understandable reaction
to the external risks they face.

Almost half (47%) of firms say the impact of
the UK leaving the EU threatens their growth,
with respondents also citing cost pressures
(45%), political uncertainty (44%) and weak
growth in the UK economy (43%).

But there is one threat that manufacturers
seem to feel they have got to grips with - three
quarters (74%) say they are now well prepared
to face a cybersecurity attack.

of firms say the impact of the UK leaving
the EU threatens their growth

What proactive steps have you taken to reduce your cash flow cycle in the last year?

35%

30%

26%

24%

24%

. Negotiated better terms with suppliers
and/or customers

. Offered discounts for early payment

. Changed cash management processes
and practices

. Reviewed or ended customer relationships

. Reviewed or changed suppliers
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What is your biggest investment
priority for the next two years?

. New product development . Management information data
. Skills and training . Robotics

. Automation . Digital technology

. Sustainable energy/ . Servitisation

energy efficient systems
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International ambitions

It's hard to understate the impact that UK
manufacturers have had on the nation’s
standing overseas.

Quality brands are ambassadors for the
nation and their reputation reflects positively on
other business sectors too.

More than nine in ten (93%) of those we
spoke to are trading their goods internationally.

Aside from increasing turnover, they're
exporting because it gives them access to new,
larger markets (55%), boosts profitability (54%)
and helps them manage the risk associated with
individual national economies (40%).

Brand Britain

When we asked firms about demand for their
products from overseas, slightly more than
half (55%) said it was growing, while just a sixth
(16%) said it was declining.

This result was mirrored in firms' views on the
value of the ‘Made in Britain’ brand, with 56%
saying it helps them sell their goods overseas
and only 17% saying it was an impediment.

Existing and emerging markets

The EU still accounts for 48% of all exports of
UK goods?.

So, given the UK’s proposed departure from
the Union, it is perhaps unsurprising that a third
(33%) of manufacturers told us the EU would
remain their most important growth market for
the next five years.

The relatively low numbers of firms targeting
these geographies may actually reflect a
tendency for British firms to set up domestic
manufacturing operations when entering
these markets.

But should more manufacturers be looking to
growth markets like China (15%) and the Indian
subcontinent (7%) for opportunities?

of respondents are exporters

Which of these markets will be most important for growing your revenues over the next five years?

33%

0
15% 13%

I I ]

7%

I 4% 4% 4%

3 —House of Commons briefing paper: Statistics on UK-EU trade, January 2019

. Western Europe
China

North America
Eastern Europe
Indian subcontinent
Not sure

Middle East

Central/South America




Reshoring and relocation

More than a third (37%) of firms said
they were planning to move manufacturing
processes back to the UK that had previously
been offshored to territories like Asia and
eastern Europe.

The prime motive for this, cited by 71% of
those with these plans, was to improve quality
—atelling endorsement of the high standards
that British manufacturers and workers uphold,
which also has extremely positive implications
for UK supply chains.

We also asked manufacturers whether they
were considering relocating their head office
or main operating site within the UK during the
next five years and around a third (34%) said
this was a likely development, though almost
half (46%) said they were planning to stay put.

Business in Britain - Manufacturing

Of those contemplating relocation within the
UK, the key motivations were finding cheaper
premises (46%), a cheaper area (33%), access
tolocal authority or government incentives
(31%) and access to skills (28%).

A
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Quality brands are ambassadors for the nation and their reputation
reflects positively on other business sectors too.

20

Do you have plans to bring any of your manufacturing processes back to the UK?

19%

33%

17%

13%

[

14%

. Yes —in the next 12 months

. Yes —in the next five years

. We have already reshored

. We don't manufacture anything outside the UK

. We are undecided

.No

You said you plan to move some of your overseas manufacturing back to the UK. What are the reasons for this?

71%

0
44% 41%

30%

19%

. To improve quality

. To reduce costs

. To shorten the supply chain
. To comply with regulation

. To benefit from the ‘Made in Britain’ premium
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An innovation nation

Telephones, televisions and touch screens —
all examples of British innovations that have
changed the world.

Today, UK manufacturers are still working
hard to create the next new product that can
transform their fortunes, and the effort to
innovate is being led from the top.

In more than a third of businesses, (35%) a
board director takes overall responsibility for
innovation, with the chairman or chief executive
leading new product development in a further
quarter of firms (26%).

We've seen that it's the biggest single
investment priority for manufacturers (23%)
and that almost half (49%) believe new product
development will drive their growth in the next
five years.

So, in an environment where investment has
been subdued, it is encouraging to see that 60%
plan toincrease their R&D budgets, and by an
average of 13%.

That still leaves almost a third (29%)
saying R&D spending will fall, which may be
a conceivable reaction to current pressures
and uncertainties but could also come with
its own risks.

Innovating means investing

Innovation can be expensive, but businesses
can mitigate the risk of committing capital
to new product development by accessing
support in the form of R&D tax relief or R&D
expenditure credit, which is calculated at 12%
of acompany’s qualifying R&D expenditure and
is taxable*.

The government has earmarked around £1.5
billion a year for this kind of relief; claiming is
straightforward and it can help overcome the
uncertainty of investing in innovation.

So, it was perhaps surprising that only
half (50%) of firms said they currently take
advantage of R&D tax relief.

Indeed, the fact that one in 10 (11%) say
they'd never heard of it and a similar proportion
(13%) say they were aware of the benefit
but didn't know how to claim suggests more
could be done to raise awareness of the
support available.

is the average planned increase
in R&D spending

49%

believe new product development will
drive their growth in the next five years.

You said you are offering services or planning to. What are the reasons behind this?

42%
40%

35%

31%

31%

21%

L]

4 - Gov.UK guidance: Claim Research and Development (R&D) expenditure credit, June 2019

. To capitalise on skills in the business
. Toincrease profit margins

. Diversification to manage risk from
decreasing demand

. To improve control of supply chain

. Diversification to manage risk from
market commoditisation

. To decrease costs

. Other




A
o0

Business in Britain - Manufacturing

Are you planning to increase spending
on R&D in the next 12 months?

. Yes
B no
. Don't know

Today, UK manufacturers are still
working hard to create the next
new product that can transform
their fortunes, and the effort to
innovate is being led from the top.

o
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Spotlight on servitisation

Although firms don't seemto seeitasa
priority for investment - only 4% say it is their
primary focus — servitisation is a business model
with the potential to help manufacturers boost
their bottom line, and it looks to be gaining
traction in the UK.

When manufacturers sell their solutions as
aservice rather than as individual units, it can
help to both differentiate their products and
enhance their competitiveness.

Manufacturers seem to believe in its potential,
with half (49%) saying selling services will
become more important or as important as
selling goods over the next five years, though
44% expect selling goods to remain more
important than selling services for their business.

Business in Britain - Manufacturing

It's something forward-thinking
manufacturers are already doing - a quarter
(25%) of those we spoke to said they had
already begun offering services as well as
products, while more than a third (37%) said
they were planning to in the next five years.

As the chart on page nine shows, the
motivations to servitise are diverse, ranging
from capitalising on skills to spreading risk and
cutting costs.

It seems likely that the boundaries between
manufacturing and service provision will
continue to blur as manufacturers seek to
compete by integrating products and services.

It's a strategy that can help firms differentiate
themselves in the marketplace while also
creating reliable, long-term customer
relationships and revenue streams.

As such, we expect to see more firms
exploring opportunities to servitise their offering
inyears to come.

are already providing services or plan to

To grow our revenues, | expect...

51%

48%

45%

. Selling goods to be more important than selling services

. Selling services to be more important than selling goods

. Selling goods and services to be equally important

11
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Skills and shortages

The manufacturing skills gap is an enduring / /

issue for the industry. . .
We've seen concerted efforts to encourage

more women and graduates to join the

, ; N Businesses across the UK
sector, alongside an upturn in apprenticeships o . .
and attempts to increase awareness of the /O Can play animportant role in
opportunities manufacturing can offer. Shaping the future workforce,

Despite that, this report still found a net
88% of firms reporting a shortage of skills in and many are already

their business. successfully engaging with the
Firms told us that skills and training is their education sectorin their area.

second highest investment priority for the next

two years (17%), while over a quarter (28%) are report a skills . .

even considering relocating to be inan area shortage / /

with better quality universities and access to
graduate talent, or to access a workforce with
more relevant skills.

Skills are driving strategy too. Two in five
(42%) firms told us that the primary reason for
their shift towards servitisation is to capitalise
on the skills and expertise in their business.

And skills aren’t just an issue on the shop floor,
butalso in the boardroom.

Which of these measures do you believe would most benefit your business
in terms of identifying and training workers with the right skills?

51%

48%
45%
. Providing grant funding for
manufacturers to invest in training
25% 949 [l Morevocational courses in
4% further and higher education
18% . Incorporate manufacturing into the
0 national school curriculum
. A‘manufacturing visa’ so skilled foreign
nationals can live and work in the UK
. Knowledge-sharing schemes pairing large
manufacturers with SMEs
. Abolition of the apprenticeship levy

12



Boardroom blitz

It's increasingly well understood that
suboptimal management skills are one of the
key drags on productivity®.

In particular, practices relating to continuous
improvement and employment management

—including promotions, performance reviews,
training and managing underperformance —
have been shown to have a strong correlation
with productivity.

Our research found half (49%) of firms had
identified a skills shortage among their middle
and senior management —more than twice
as many as those who felt the need to upskill
workers on the shop floor (18%).

While 13% said they are not confident their
managers have the skills needed to help the
business grow and fulfil its potential, half (50%)
said they still have faith in their managers, but
believe they need more training and guidance.

Only a third (37%) believe management is
fully equipped for the future.

While firms clearly seek support when it
comes to funding their own training — citing
their desire for training grants (51%) and the
abolition of the government’s apprenticeship
levy (18%) — they also believe more can be done
to provide a pipeline of skilled people for them
to recruit from.

Business in Britain - Manufacturing

That includes further and higher education
providers providing more vocational courses
(48%) and including manufacturingin the
school curriculum (45%).

Education and engagement

This presents a fantastic opportunity to invest
resources into engaging with UK Catapult
Centres, schools, education authorities and
more, to ensure more vocational skills can be
incorporated into learning programmes.

Businesses across the UK can play an
important role in shaping the future workforce,
and many are already successfully engaging
with the education sector in their area.

We know these kinds of partnerships can
achieve extremely positive outcomes because
we have seen it first-hand.

Since 2015, Lloyds Bank has been supporting
UK manufacturing skills with our £ 1million-
a-year sponsorship of the Manufacturing
Technology Centre in Coventry.

of manufacturers have faith in
their managers but believe they
need more training

At what level of your business do you
believe there is a skills shortage/your
existing staff require upskilling?

B Acaltevels

. Middle management

. Senior management/leadership skills
. Shop floor level

. No skills issues at any level

. Don't know

5-0NS: Management practices and productivity in British production and services industries, April 2018
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A sustainable future
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..aninvestmentin

sustainability can also improve
efficiency and profitability.

29

Awareness of environmental issues is at
an all-time high among consumers — and
manufacturers too.

The sector is rightly highly-regulated and, for
most manufacturers, acting sustainably is a
responsibility they feel deeply.

We all have a moral responsibility to do
the right thing for the environment and
it's an area where manufacturing firms are
increasingly under the spotlight from investors
and buyers alike.

Customers want to know the goods they buy
are manufactured to the highest environmental
standards and sustainability is a growing
influence on decisions around procurement and
supply-chain management.

As such, sustainability must sit at the very
heart of every modern manufacturer’s strategy.

Efficiency and accountability

This report confirms that is the case for the
majority, with two thirds (67%) saying they are
planning to invest in sustainability in the next
two years, though this does leave almost a
quarter (23%) which are not.

It's worth remembering that investment
in sustainability can improve efficiency
and profitability, future proofing business as well
as protecting the environment.

Sustainable energy products and energy
efficient systems sit at fourth on firms' lists
of investment priorities (11%), behind only
new product development (23%), skills (17%)
and automation (15%), and they have the
potential to reduce operational costs as well
as carbon emissions.

As the chart shows, cutting waste and
energy use are at the forefront of firm'’s
sustainability strategies.

But businesses are also making more
fundamental moves, like changing the materials
or processes used in the manufacturing process
(31%) and reducing or changing manufacturing
shift patterns (14%).

Vehicle fleets are another very effective and
visible way to reduce carbon emissions by using
hybrid and fully-electric vehicles, which was
cited by a fifth (22%) of firms surveyed.

Improved charging networks make this an
increasingly practical solution, especially if
working with a fleet management provider.

Government grants for vehicles that emit
75 g/km of CO2 or less and are capable of zero
emission travel are worth up to 35% of the
purchase price, while electric vehicle fuel costs
are typically around a third as much as with
petrol or diesel®.

In what ways is your business reviewing or implementing ways to reduce its carbon footprint?

50%

44%
I 31%

6 — Lex Autolease: Cost Savings

26% 259,

0
I 22% 1%

. Reducing waste or recycling more

. Reducing energy use

Encouraging office employees to
reduce energy use

Changing materials or processes
used during manufacture

. Sustainable procurement
. Making our distribution fleet greener

. Limiting travel to meetings, events, etc

14
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Much of the news about manufacturing in the
media has not made happy reading of late.

We've heard about declining growth, output
slowing and order books shrinking.

But, behind the headlines, there's another
story that British manufacturers are writing
for themselves.

This report shows that they are still showing
the kind of resilience, creativity and ambition
that they have always been known for.

They are working hard to ensure they will
come out of these challenging times stronger
than ever before.

They are creating innovative new products
with international potential, entering valuable
new markets and ensuring they have the world-
class skills they need to succeed.

A
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Closing statement

They are investing to ensure they can capitalise
on all the opportunities that exist in a modern
global economy, and to make themselves robust
enough to tackle future challenges.

Of course, like businesses in all sectors, they
have been taking action to mitigate against
some extraordinary external pressures.

But manufacturers have been particularly
proactive in preparing for a new phase of growth
when greater certainty inevitably emerges.

Lloyds Bank has been backing British
manufacturers for generations.

My message to manufacturers today is that,
whether it's assisting with financing growth,
improving efficiency or helping enter new
markets, we have the resources and expertise
you need.

My message to manufacturers today is that, whether it's
assisting with financing growth, improving efficiency or
helping enter new markets, we have the resources and

expertise you need.

20
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Please contact us if you would like this information in an alternative format such

as Braille, large print or audio. If you have a hearing or speech impairment you can use
the Next Generation Text (NGT) Service. More information on the NGT Service can be
found at: ngts.org.uk/

Calls may be monitored or recorded in case we need to check we have carried out your instructions correctly and to help improve
our quality of service. Please note that any data sent by email is not secure and could be read by others.

IMPORTANT INFORMATION

This document has been prepared for information purposes only and must not be distributed, in whole or in part, to any person without the prior consent of Lloyds Bank plc (together with

its affiliates, “Lloyds Bank”). This document should be regarded as a marketing communication, it is not intended to be investment research and has not been prepared in accordance with
legal requirements to promote the independence of investment research and should not necessarily be considered objective or unbiased. This document is not independent from Lloyds
Bank’s proprietary interests, which may conflict with your interests. The authors of this document may know the nature of Lloyds Bank’s proprietary interests or strategies; Lloyds Bank may
engage in transactions in a manner inconsistent with the views expressed in this document; and Lloyds Bank’s salespeople, traders and other professionals may provide oral or written market
commentary or strategies to clients which may conflict with the opinions expressed in this document. Securities services offered in the United States are offered by Lloyds Securities Inc., a
broker-dealer registered with the U.S. Securities and Exchange Commission and a member of the Financial Industry Regulatory Authority.

Any views, opinions or forecast expressed in this document represent the views or opinions of the author and are not intended to be, and should not be viewed as advice or a
recommendation. Lloyds Bank makes no representation and gives no advice in respect of legal, regulatory, tax or accounting matters in any applicable jurisdiction. You should make your
own independent evaluation, based on your own knowledge and experience and any professional advice which you may have sought, on the applicability and relevance of the information
contained in this document.

The material contained in this document has been prepared on the basis of publicly available information believed to be reliable and whilst

Lloyds Bank has exercised reasonable care in its preparation, no representation or warranty, as to the accuracy, reliability or completeness of the information, express or implied, is given. This
document is current at the date of publication and the content is subject to change without notice. We do not accept any obligation to any recipient to update or correct this information.
Lloyds Bank, its directors, officers and employees are not responsible and accept no liability for the impact of reliance on, or any decisions made based upon, the information, views, forecasts
or opinion expressed.

Lloyds Banking Group plc and its subsidiaries may participate in benchmarks in any one or more of the following capacities; as administrator, submitter or user. Benchmarks may be
referenced by Lloyds Banking Group plc for internal purposes or used to reference products, services or transactions which we provide or carry out with you. More information about Lloyds
Banking Group plc’s participation in benchmarks is set out in the Benchmark Transparency Statement which is available on our website.

This document has been prepared by Lloyds Bank. Lioyds Bank is a trading name of Lloyds Bank plc, Bank of Scotland plc and Lloyds Bank Corporate Markets plc. Lloyds Bank plc. Registered
Office: 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no. 2065. Bank of Scotland plc. Registered Office: The Mound, Edinburgh EH1 1YZ. Registered in Scotland

no. SC327000. Lioyds Bank Corporate Markets plc. Registered office 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no. 10399850. Authorised by the Prudential
Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority under registration numbers 119278, 169628 and 763256 respectively.

Lloyds Bank Corporate Markets plc, Singapore Branch. Registered office 138 Market Street #21-01 Capitagreen, Singapore 048946. Registered in Singapore UEN: T18FC0067A. Licensed and
regulated by the Monetary Authority of Singapore. Your contractual counterparty will be Lloyds Bank Corporate Markets plc if you enter into any product or transaction with us in Singapore.

Methodology
To gather representative data, financial decision makers at a cross section of 200 manufacturing businesses with an annual turnover of £50m+ were surveyed in England, Scotland, Wales and
Northern Ireland. Online interviews were conducted by BVA BDRC via its business access panel. Fieldwork was conducted 10th to 20th May, 2019.
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