
Unexpected recovery 
After the uncertainty immediately following the UK's vote to 
leave the EU, the manufacturing sector has beaten 
expectations by returning to growth. In September 2016 the 
Markit purchasing managers' index (PMI) rose to its highest 
level in 2 years. UK manufacturing export volumes grew at 
their fastest rate for two and a half years in Q3 2016, driven 
the weakening pound, according to the CBI's Industrial 
Trends Survey. This trend is anticipated to continue into the 
next quarter, with the demand outlook remaining positive.

However the weaker pound also fed through to input costs, 
which rose at their fastest pace in three years. These are likely 
to be passed on into higher consumer prices in the months 
ahead, which may affect demand and lead to lower orders. 
Unless this fall  in domestic demand is more than offset by 
foreign demand, the sector's growth is likely to slow down.

Will export-led growth last?
In the longer term, the sector's ability to maintain exports will 
depend on the terms of the UK's exit from the single EU 
market. For example, UK car manufacturers export nearly four 
out of every five cars they produce, and the EU bloc 
accounted for 58% of all British car exports in 2015.

Nissan announced in October 2016 that it will expand 
production at its Sunderland plant, in the first major 
investment decision by an international car-maker since the 
Brexit vote. The decision was made following assurances from 
the government that trading conditions will not change at its 
Sunderland plant after the UK's exit from the EU. This is 
likely to refer to protection from any future export tariffs, 
estimated to be up to 10% in the event of a full exit from the 
single market.

Skills shortage
Manufacturing and engineering sectors are facing an on-going 
skills gap in the UK. Any restrictions on access to EU labour 
in the future are likely to exacerbate the issue, putting pressure 
on output and pricing throughout the supply chain. According 
to the Royal Institution of Chartered Surveyors (RICS), 
industry wages rose by 6% in 2015.

Food and drink sector under pressure
In October 2016 a survey of  Food and Drink Federation 
(FDF) members showed that a majority of manufacturers in 
the sector reported increased ingredient prices, a drop in profit 
margins, and concerns for the future with regards to their large 
EU workforce. Operators are facing tough trading conditions 
and expect margins will continue to be under pressure over the 
next 12 months.

Deficits impacting on dividend policy
UK plastics manufacturer Carclo in August 2016 became one 
of the first groups to warn that its growing pension deficit is 
likely to prohibit the payment of its dividend. The company 
cited the potential widening of the funding hole in its DB 
scheme as a result of Brexit-related market volatility

Future economic outlook
In September 2016 the OECD halved its 2017 GDP growth 
forecast  to 1% for the UK as a result of the Brexit vote, 
compared to its previously projected rate of 2% in June 2016. 
The impact from the UK's exit from the EU will likely be 
spread over several years,  and  the extent will depend on the 
terms of this exit. This has been dubbed as a spectrum of 
options ranging from 'soft brexit' to 'hard brexit'.
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UK manufacturing is facing a number of challenges in the wake of the referendum
vote to leave the EU. A weaker pound, uncertainty around future access to the EU
single market, and a skills shortage which could be worsened by post-Brexit
immigration policy, are likely to impact the employer covenant. At the same time,
deficits continue to widen as gilt yields fall to record lows.

Implications for pension schemes 
Pension scheme trustees should ensure a proper employer covenant monitoring programme is in place, with particular focus 
on both the achievability of forecasts and scenario planning in the event of 'hard Brexit', ie a full exit from the single market 
and trading under WTO rules.

The recent additional fall in bond yields has further widened pension scheme deficits, and the increase in deficit repair 
contributions which will result means that cash is likely to have to be cut back elsewhere. In Carclo's case, this has already 
affected its dividend policy; in others it could impact planned capital expenditure or acquisitions.  On the flip side, if the 
employer has benefitted from a boost in export revenues, then a case for higher contributions can be reasonably made by the 
scheme trustees. 

The Grant Thornton view 
"Export-oriented employers will welcome the boost in revenues, but they are keeping an eye on 
profit margins and cash flows given the likely rise in input prices" Darren Mason, Head of Pensions Advisory
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For more information:
If you would like to discuss the issues raised in this paper and its impacts on your business or your pension scheme, 
please contact your usual Grant Thornton adviser or any of our specialists below. 


