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Summary

e Output and orders remain firm.

e Exports continue to drive orders.

e Limited jobs cutsin recent months.

e Investmentintentions still in positive territory.

e Companies confident about next three months.

Manufacturing and engineering saw a significant
turnaround in trading conditions in 2006. After seeing
output fall in 2005, engineering and manufacturing
rebounded in 2006, recording growth of 3.2% and 1.3 %
respectively. Our survey results for the first quarter of 2007
suggest this positive trend is set to continue. Output and
orders balances remained firmly in double digits, coming in
at+17 % and +19 % respectively. Firms may have been less
confident about the future at the end of 2006, but their
forecast slowdown in output and orders did not materialise.

Solid growth in the UK’s main markets continued to support
order books, with exports continuing to lead domestic sales.
And with the exception of metal products, this was the case
for all engineering sectors. On output, the sector picture was
more mixed. Electrical equipment saw the strongest
response balances on both output and orders. In contrast,
basic metals and electronics saw quite a significant
turnaround in confidence as the balance of responses on
output fell back quite sharply.

While the overall picture on output and orders remains a
positive one, a balance of companies continued to report job
cuts. However, at -1 % responses suggest that firms are not
reducing headcount at anything like the pace they were in
2005. Furthermore, a majority of companies plan to leave
employment levels unchanged in the next three months.

Looking towards the next quarter, manufacturers remain
optimistic that growth in output and orders is set to
continue. The balance of responses on output, for example,

rose significantly to +25 % from +6 % in the previous quarter.

This was the strongest showing since 2004qg3. In addition,
positive output balances were recorded across all sectors for
the first timein a year.

Confidence about output and orders is likely to have
contributed to a further improvement in investment
intentions. Positive investment responses have now been
reported in each of the past five quarters, with the balance
risingto+10 % in the past three months. Thisisthe
strongest showing for nine years.

Overall, therefore, our forecasts for engineering and
manufacturing are little changed from the previous quarter.
We continue to expect manufacturing to expand by 0.7 % in
2007, rising to a little over 1 % next year. Engineering

Headline survey results

% balance of change

Past 3 months Next 3 months
Output 17 25
Total orders 19 27
Employment -1 0
Export prices 2 6
Export margins -20 -9
Cashflow -1 3

Source: EEF Business Trends Survey

Economic data during survey period

February 1 - February 21

Start End
€/£ 1.51 1.49
$/£ 1.97 1.95
£ index 105.9 104.4
Oil price 56.40 57.61
Source: EEF Business Trends Survey
Key economic forecasts
% change except where stated
2005 2006 2007 2008
GDP 1.9 2.7 2.7 2.5
Inflation — CPI 2.0 2.3 2.4 2.0
Inflation — RPI 2.8 32 39 2.5
World trade 8.6 9.0 7.3 7.5
Base rate (%) 4.7 4.8 5.4 5.0

Source: Oxford Economics

growth is expected to be alittle stronger at around 1.5 % this
year and next. Other transport looks set to be the strongest
sector this year, but electrical equipment should see its
second year of strong growth.
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Recent trends

Output and orders beat expectations
Last quarter our survey showed that, despite continued
growth in output and orders, firms were somewhat less

Chart 1 Output and orders beat expectations

% balance of change in past three months
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Source: EEF Business Trends Survey

Export markets support order books

: Chart 2
Balances on both domestic and export orders were
unchanged from the previous quarterat +7 % and +16 %

Export markets support order books
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Mixed picture on margins

The balance of responses on margins continues to be
negative on both export and domestic sales. On domestic
orders, however, the downward pressure on profit margins “ Domestic [l Export

has been easing over the past year. The balance has “TETET IR AT ITIT
improved from alow of -26 % in 2006q1to -13 % over the
past three months. Responses on prices have also turned o

Chart 3 Mixed picture on margins

% balance of change in margins in past three months

marginally positive over the same period. A combination of
positive price balances and strong orders have most likely
contributed to the easing in the profits squeeze. Export
margins, on the other hand, deteriorated in the first quarter.
Movements in the dollar exchange rate towards the end of
last year may be taking effect.
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Employment balance marginally negative
While output and orders balances remain firmly in positive
territory, employment balances were again negative in the
past quarter. Around a quarter of companies carried out
staff cutbacks compared with 20 % recruiting. Atonly -1 %
the balance was unchanged from the previous quarter.
Furthermore, responses were considerably less negative than
during 2005 when output balances were much weaker.
There were variations by sector and firm size. Larger
companies reported a higher incidence of job sheddingin
the past three months and cuts were most significant in
motor vehicles and electronics.

Chart 4

Employment balance marginally negative

% balance of change in employment in past three months
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Investment intentions strengthen

While the official figures indicated a patchy performance of
investment spending last year, our survey shows firms’ plans
toincrease investment spending continued in the past three
months. The start of this year therefore represents the fifth
consecutive quarter of positive responses. The balance of
responses picked up againto +10 % from +8 % in the
previous three months and was the highest since 1998. This
is a further welcome sign of arecovery in investment
spending after several years of cutbacks. With the exception
of electronics, intentions were positive across the board.
Mechanical equipment and motor vehicles recorded the
strongest response balances.

Chart 5

Investment intentions strengthen

% balance of change in investment plans
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Source: EEF Business Trends Survey

Summary: past three months

% balance of responses ( % up minus % down)

2005 2006 2007

q2 q3 q4 ql q2 q3 q4 ql

Total output 5 4 1 13 22 18 14 17
UK new orders -10 -10 6 6 0 7 7
Export new orders 13 12 19 13 16 16
Total new orders 16 18 14 20 19
Employment -10 -17 13 6 5 2 1 1
Capital expenditure plans 6 6 7 8 10
Average price of domestic orders 4 1 8 5 7 4
Average price of export orders 4 3 2 1 2
Margins on domestic orders -25 -24 -23 -26 -20 -19 -17 -13
Margins on export orders -27 =22, -24 -23 117/ -20 =117 -20
Levels of cashflow -15 -14 -12 -6 -7 -7 2 -1

Source: EEF Business Trends Survey
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Sector trends

Mixed picture within engineering

The sector picture continued to be rather mixed over the past
quarter. Electrical equipment was again the most positive
sector with the balance of responses improving further on
the previous three months. Metal products and other
transport also reported better trading conditions in the first
quarter of this year with balances risingto +15% and +6 %
respectively. Similarly motor vehicles reported a balance of
zero in the past three months recovering from-11% in the
previous quarter. In contrast, the mechanical equipment
output balance weakened slightly, but at +19 % it remains in
double digits for the twelfth quarter running.

Chart 6
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Most sectors rely on export markets
Basic metals was the only sector to see a balance of
companies reporting a fall in total orders in the past three

Chart 7

Most sectors rely on export markets

% balance of change in orders in past three months
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Source: EEF Business Trends Survey

Sector summary

% balance of responses ( % up minus % down)
Past three months Next three months
Output | Total orders | Employment| Export price | Cashflow | Output | Total orders| Employment| Export price| Cashflow

Metals 8 - 12 - -19 14 5 -1 - -1
Metal products 15 13 9 0 -15 29 28 9 15 0
Mechanical 19 29 0 1 3 35 37 7 6 1
Electronics -2 3 -19 3 -4 20 35 2 14 18
Electrical 47 47 14 1 17 18 22 -8 10 20
Motor vehicles 0 25 -18 -2 12 27 18 0 -15 -6
Other transport 6 9 -11 9 6 13 16 -19 10 -25

Source: EEF Business Trends Survey
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Regional trends

All regions positive on output and orders

Output balances were positive across all regions for the third
quarter running. Responses were the most positive in the
South East and London and the North West, which putin a
good performance last quarter, saw output and orders
remain buoyant over the last three months. The East of
England and the North East saw the largest turnaround with
output balances improvingto +15 % and +20 % respectively.
In contrast the downturn in electronics output and orders did
not appear to have a significant impact on overall Scottish
balances.

Chart 8 Allregions positive on output and orders
% balance of change in past three months
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Source: EEF Business Trends Survey

Job cuts limited to a few regions

Despite the positive trading conditions across the country,
job losses were felt in some regions over the past three
months. Despite seeing the strongest positive responses on
output and orders, a balance of firms cut jobs in the South
East and London. Yorkshire and Humberside, which saw a big
dip in orders responses in the past quarter, also experienced
some job cuts. Conversely, some recruitment activity was
reported in the North West and East Midlands, with
particularly strong balances in Scotland and the North East.

Chart 9

Job cuts limited to a few regions

% balance of change in employment in past three months
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Source: EEF Business Trends Survey

Regional summary

% balance of responses ( % up minus % down)

Past three months Next three months

Output | Total orders | Employment| Export price | Cashflow | Output | Total orders| Employment| Export price| Cashflow
SE and London 37 43 -4 12 0 26 20 6 20 24
Eastern 20 18 2 2 6 30 18 16 11 14
South West 18 20 2 0 -6 31 41 16 9
West Mids 9 9 -5 3 -9 25 24 1 7
East Mids 17 19 4 -3 4 28 33 9 5
Yorks & Humber 13 22 -1 9 -19 42 44 19 9 13
North West 20 23 7 19 -18 45 37 21 11
North East 15 30 10 0 8 55 48 15 6
Scotland 15 17 11 16 26 17 15 9

Source: EEF Business Trends Survey
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Economicenvironment

UK growth above trend in 2006.

MPC acts to curb inflation.

Positive economic news from the eurozone.
Outlook for world economy remains upbeat.

Economic forecasts

% change except where stated

2006 2007 2008
Trading environment
Exchangerate €/£ 1.47 1.49 1.46
Exchangerate $/£ 1.84 1.97 1.89
Exports 15.2 -4.5 6.8
Imports 13.7 -313 6.2
Current account (£bn) -36.2 -32.1 -353
Output
Engineering 3.2 1.4 1.5
Manufacturing 1.3 0.7 1.1
Rest of economy 2.7 3.0 3.2
GDP 2.7 2.7 2.5
Costs and prices
Average earnings 4.1 4.4 3.9
Oil price ($/barrel) 65.5 60.0 58.3
Employment
Engineering ((000s) 1,280 1,260 1,217
Manufacturing (000s) 2,956 2,898 2,807
Rest of economy (000s) 24,058 24,313 24,575
Unemployment rate (%) 5.4 53 5.2

Source: Oxford Economics

The UK economy ended 2006 on a positive note. Growthin
the final three months of the year is estimated at 0.8 %,
putting GDP 2.7 % higherin 2006 compared with the
previous year. Growth in the service sector was particularly
buoyant at 3.7 %, but manufacturing also recovered from
the previous year’s contraction, recording an increase in
output of 1.2 %. Furthermore, early survey indicators point
toagoodstartto 2007. The RBS/CIPS services and
manufacturing indices of activity showed expansion in the
first few months of the year.

However, inflation also ended 2006 on a high note. CPI
inflationroseto 3% -an 11-year high —in December 2006.
Any further increases would prompt an open letter from the
Bank of England Governor explaining what the MPC were
doing to bring inflation back to its 2 % target but since then
inflation has fallen back to 2.7 %. In January the MPC
surprised markets by raising interest rates for the third time
since August 2006 in a further attempt to rein in inflation.
The Bank’s latest Inflation Report hinted that further

monetary tightening may still be required. Concerns remain
about inflation expectations and the level of pay settlements
in the important January pay round.

The MPC had previously voiced uncertainty about the
strength of the US economy. The possibility of a downturn
would carry downside risks for the UK. However, latest
estimates put growth at an annualised rate of 3.5 %, which
suggests that, despite slowing housing market activity, the
US economy remains in reasonable shape. Even if the tide
does turn in the US this year, other parts of the global
economy are in better shape than they have been for some
time to pick up the slack.

GDP per head, for example, is now growing faster in the
eurozone thaninthe US. Inthe last three months of 2006
eurozone GDP expanded by 0.9 %, with growth fairly evenly
spread across the major economies. Overall, eurozone
growth should come in at just under 2.5 % for 2006 as a
whole —the best performance for six years. And while growth
should ease this year, it should still beat its 2000-2005
average. The eurozone will play its part in another above-par
year for the world economy as awhole. Solid growth is also
expected to continue across Asia. Forecasts suggest global
growth will drop back slightly to 4.9 % from 5.1 % last year.

Chart 10  Growth to hold up in 2007
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Future trends

Firms more upbeat

After adrop in confidence at the end of 2006, this quarter’s
results point to a much more positive outlook for
manufacturing in the next three months. The balance of
responses on output rose to +25 % from +6 % in the previous
three months. Furthermore, these were the strongest
forward-looking responses since 2004q3, indicating that
momentum in the sector should be maintained during the
first half of this year. Firms also expect export orders to
continue to support growth, though there is more optimism
about the outlook for domestic order book. In addition, all
sectors are confident about output and orders in the next
quarter.

Chart 11

Firms more upbeat
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Source: EEF Business Trends Survey

Pricerises in the pipeline?

Over the past three months a small balance of companies
reported raising prices with some corresponding impact on
profit margins. This was not, however, widespread across all
sectors. A combination of input prices and demand has
determined pricing power within manufacturing. This looks
set to remain the case in the coming three months. Overall, a
balance of 8 % of firms expect to raise domestic prices in the
next quarter and the corresponding figure for export prices in
+6 % . Metal products and electrical equipment are among
the most confidence about future prices. That said, firms
have tended to be somewhat over-optimistic about their
ability to raise future prices.

Chart 12

Price rises in the pipeline?

% balance of change in next three months

UK price UKmargins Export price Export margins. Cashflow

Source: EEF Business Trends Survey

Summary: next three months

% balance of responses ( % up minus % down)

2005 2006 2007

q2 q3 q4 ql q2 q3 q4 ql

Total output 1 8 5 21 16 19 6 25
UK new orders =10 0 -4 17 9 7 -3 17
Export new orders 3 10 8 16 16 14 6 22
Total new orders 0 6 3 21 19 19 5 27
Employment -17 -8 -10 3 3 3 -12 0
Average price of domestic orders -3 -5 1 1 6 5 8 8
Average price of export orders -6 -1 -1 1 3 2 3 6
Margins on domestic orders -16 -12 15 -18 11 11 -10 -8
Margins on export orders -20 13 =13 -13 -10 -10 -9 -9
Levels of cashflow -6 -5 5 -3 2 1 -1 3

Source: EEF Business Trends Survey
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Sector forecasts

Output in engineering surpassed our expectations last year.
Particularly robust growth in the first half of 2006
contributed to an expansion of over 3 % for the yearasa
whole. Other transport put in an especially strong
performance last year, expanding by over 16 % . Mechanical
equipment continued to benefit from investment spending,
both in the UK and abroad, leading to a fourth consecutive
year of growth. Onthe other hand, output contracted for the
second year running in both electronics and motor vehicles.

For 2007 our headline forecasts for engineering and
manufacturing are not significantly changed from last time.
Manufacturing and engineering should continue to expand
this year, albeit at a slower pace than in 2006, with some
acceleration in growth in 2008. In 2007, therefore,
engineering and manufacturing are projected to increase by
1.4% and 0.7 % respectively, risingto 1.5% and 1.1 % in
2008.

However, within this, there is quite a bit of sectoral variation.
Other transport is forecast to put in the best performance
again this year with growth of 4.4 %, easing to 3.4 % in
2008. Electrical equipment is also forecast to maintain some
momentum throughout 2007 with growth coming in at
around 3.6 % in 2007. Mechanical equipment has been the
most consistent performer in recent years —in 2006 output in
the sector was almost 16 % higherthan in 2002. Growthin
mechanical equipment should continue at areasonable
pace over the next two years.

After a difficult couple of years, growth in motor vehicles is
forecast to return this year. Output is expected to increase by
around 1% after declining by almost 5 % between 2004 and
2006. The resumption of some vehicle production at the
Longbridge plant should contribute to this. Electronicsisthe
only engineering sector likely to see further falls in output this
year. The office machinery sub-sector has been a particular
drag on growth in recent years and we do not expect much of
aturnaround in its fortunes over the forecast period. Other
parts of the sector should fare better, particularly precision
instruments, as increased investment intentions translate
into orders.

Despite the promising outlook for growth over the next two
years, the sector is likely to experience further job losses.
Nevertheless the pace of job cuts in engineering and
manufacturing should slow for the fifth year running in 2007.
Job losses in motor vehicles are likely to be the most
significant. Again, however, the proportion of jobs lost will be
less than last year. In contrast, after arelatively small
number of job cuts in other transport last year, we should see
amodest increase in employment this year.

Sector forecasts

2006 2007 2008
Output (% change)
Basic metals 1.1 0.8 1.2
Metal products 1.7 1.6 0.3
Mechanical equipment 4.5 1.3 1.1
Electronics =16 -1:6 2.2
Electrical equipment 4.7 3.6 1.2
Motor vehicles =315 1.0 0.9
Other transport 16.7 4.4 3.4
Engineering 3.2 1.4 1.5
Manufacturing 1.3 0.7 1.1
Employment (% change)
Basic metals =16 355 72
Metal products 241 -0.8 -3.4
Mechanical equipment -1.4 -0.6 -313
Electronics -3.8 -25 11{0)
Electrical equipment -4.8 =381 =319
Motor vehicles =517 4.4 -4.9
Other transport -0.2 1.7 -33
Engineering -2'7 =126 -3.4
Manufacturing -2.8 -2.0 =341

Source: Oxford Economics

About this survey

The survey was conducted between February 1 and

February 21, with 915 companies responding.
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