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Foreword

It is very disappointing that the promising growth paths we
published in our Business Forecasts last autumn and in the
spring have had to be tempered because of the crisis that
developed in credit markets in the summer. This followed
once the extent of unwise sub-prime lending, especially in
US housing markets, had become apparent. Since it is still
unclear where much of this debt, that has been traded in
the form of securities in global financial markets, has
ended up; and how far housing repossessions in the US,
and a general tightening in credit markets internationally,
will work through to affect economic behaviour here and
overseas, we have to attach more uncertainty to our new
forecasts than any we as a Panel have produced so far.

However, our view set out in these forecasts is that
economic growth in the Northwest will slow from 2.3% this
year to 2.1% in 2008, before gradually improving to 2.2% in
2009, and reaching 2.5% in 2010, with the overall result
that the level of output we now anticipate in 2010 will be
about half a percentage point lower than in our spring
forecasts. We also anticipate that, although the UK
economy is likely to be hit harder than this because of the
concentration of financial markets in London leading to
wider effects on the Wider South East, it is still likely that
growth in the UK will be a little faster on average than in
the region in the period to 2010, especially when full
recovery gets underway. Even so, the Northwest economy
is likely to grow faster on average over the next three years
than it did through the 1990s.

We have again provided an Executive Briefing designed to
be free standing so readers can treat it as a summary and
introduction to our forecasts, or download it from

www.nwriu.co.uk to forward it on to colleagues and others
to give them the essence of our views. And we have again
provided a set of charts in the Executive Briefing that show
our GVA forecasts for the Northwest and for the UK as a
whole, and for all the major sectors we discuss in
developing our forecasts. We as a Panel find such charts
very helpful in our discussions, and trust you will find them
helpful too. Reasons for the sectoral judgements
summarised in these charts are to be found in the
Northwest Sector Output chapter of our full report.

Other Panel papers are also to be found at
www.nwriu.co.uk, and at our next meeting early in the New
Year we shall return to our Long-term report on prospects
for the regional economy over the next twenty years. This
should be published next March.

While the Panel is independent of NWDA, we enjoy the
support of the region’s Research Unit, based in the Agency.
We are grateful to the Unit for their support, for the
knowledge they contribute, and for publishing our papers.
We are also grateful to Cambridge Econometrics supported
by SQW Consulting for draft material we have taken
account of in preparing this forecast.

As ever we should be grateful for any comments and
suggestions to guide our work. These can be addressed to
Nicola.Christie@nwda.co.uk.

David Coates
Panel Chairman
November 2007




Executive Briefing

NORTHWEST OUTLOOK

e The Northwest economy is forecast to grow by 2.3% in
2007, a little faster than in 2006. Thereafter it will not be
insulated from a slowdown expected in the UK in 2008
and 2009 due to earlier increases in interest rates and
the domestic and international effects of the crisis in
credit markets that emerged this summer. However, we
expect the impact of the credit crisis in the region will be
less marked than in the UK because of its more
concentrated impact on London and the South East.

e We now expect GVA growth in the region will slow to
2.1% in 2008, before recovering to 2.2% in 2009 and to
2.5% in 2010. While we also forecast that growth in the
UK will slow to 2.1% next year, we expect UK growth will
begin to pull ahead again at 2.4% in 2009 and 3.3% in
2010 when full recovery should be well underway.

GVA growth in the Northwest and UK
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Source: Regional Accounts and Panel Forecasts.

e A useful contribution to stronger growth in the region in
2007 is expected to have come from construction and
from government and other services. The contribution
from transport and communications and from financial
and business services is also expected to have been
strong, but at just over 4% pa, both are likely to have
been growing more slowly than has been seen recently.
We expect growth in most sectors in the Northwest will
slow in 2008.

e Despite the likelihood that Northwest manufacturing

performed well through the first half of 2007, the
anticipated slowdown in world markets in the second
half of the year is expected to result in growth in the
sector in 2007 below that in 2006 at just 1%. We expect
that its growth will remain weak through 2008, averaging
less than 1%, before recovering in 2009 and more
strongly in 2010. Even in the anticipated recovery in
2010, growth in manufacturing is not expected to exceed
2%, slower than 2.5% for the regional economy as a
whole. Nevertheless, prospects for manufacturing in the
Northwest are thought to be better than in the UK a whole.

Despite the problems in credit markets, financial and
business services will remain a key driver of growth in
the region. The outlook is for growth in the sector to slow
from just over 4% in 2007 to just below 3'2% in 2008.
While this is a quite significant slowdown, especially as
the sector now generates nearly a fifth of output in the
region, it is not as sharp as that expected for the sector
in the UK as a whole. This is because firms in the
Northwest tend to be less engaged in the sort of
international financial services business that is
concentrated in London, and is likely to suffer most from
the continuing fall out from unwise lending, especially in
US housing markets. For the same reason, the scale of
the upturn in growth forecast for the sector in 2010 is
less pronounced in the Northwest than nationally.

Growth in consumer-related services, such as retailing and
hotels and catering, is reckoned to have been weaker in
the Northwest in 2007 than in 2006, and is expected to
slow further in 2008. These services are likely to be
adversely affected by the weak saving position of
households in the region, by a slowdown in employment
growth, and the impact of higher interest rates and tighter
credit markets. Although we expect growth in these
services to pick up in 2009, there is a downside risk that
the recovery in spending could be delayed if households
spend less in response to higher interest rates and
general economic uncertainty, or encounter limits on any
attempts to extend debt repayment periods.




@ Growth in government and other services is expected to
strengthen in 2007 to 13/.%, following growth of just less
than 1'% in 2006. However, much of this improvement
is more likely to have been in other, mainly leisure-
related, services than in public services. And as expected,
October’s Pre-Budget Report and Comprehensive
Spending Review pointed to a much tighter funding
regime than has been seen since the late 1990s. The
outlook is therefore for growth in public and other services
to fall back slightly after picking up to 2% in 2008.

e Employment in the Northwest is expected to have grown by
just under 2% in 2007 after falling by just over 1% taking
2005 and 2006 together. Behind this, falls in employment
in manufacturing and in construction in 2007 are likely to
have been more than offset by increases in financial and
business services, in government and other services,
which is by far the largest employer in the region, and in
transport and communications. Overall employment
growth in the region is likely to slow further in 2008 and
2009 to average around "% pa, before strengthening to
2% in 2010 as general recovery takes hold.

o UK growth remained firm in the first half of this year,
driven by household spending. Inflationary pressures
have eased and consumer price inflation has now fallen
below its 2% target. The slowdown in domestic growth
we expected in the second half of the year now seems
likely to be more marked as a result of crisis, so UK
growth for 2007 as a whole is now expected to be 2.4%.

e The slowdown that we were already forecasting in
service sectors in 2008 and 2009 could now be more
severe, with confident recovery unlikely before 2010.
Along with the global slowdown, this is also likely to
dampen prospects for manufacturing.

RISKS TO THE FORECAST

@ Key risks to our forecast are on the downside, so less
attractive outcomes are more likely than better ones.
International risks include the possibility that the
downturn in the US housing market will be even more
severe, that consumer spending there may slump, and
that US growth may therefore be even weaker than we
currently envisage. A risk that high oil prices may persist
adds to those of a global slowdown.

WORLD AND UK BACKGROUND

. ) @ At home, investment and household confidence and
e There is unusual uncertainty at present about prospects

for the world economy, and hence for the UK, as the full
impact of the recent crisis in credit markets has yet to

spending may respond sharply to the impact of the crisis
in credit markets, so the slowdown expected in 2008 may

work through. Prior to the crisis, our view was that world be more pronounced and more prolonged during 2009.

growth would slow a little in 2007 and into 2008, It now There is also a risk that domestic inflation could pick up

seems likely that the slowdown will both be more severe, again as a result of the high prices of a wide range of

and that its effects will be felt for longer than we thought commodities, including oil and various foodstuffs, and

then, with prospects for the US marked down in particular. because higher costs in China and other emerging

economies mean that low import prices for their
e Although the prices of a wide range of commodities consumer goods will no longer help as much to dampen
remain high, there is little sign of general inflationary price inflation here and in other importing countries.
pressures in the major international economies. The

global credit crisis created pressure for cuts to be made POINTS TO WATCH ABOUT THE NORTHWEST

in interest rates in the US and the euro-zone. The dollar e Particular points we shall monitor when reviewing our

remains weak and is not expected to strengthen in 2008, Business Forecasts include:

and possibly beyond.




e \Whether financial and business services in the Northwest
will be less exposed to the knock-on effects of the global
financial crisis than is the sector in the UK as a whole.

e Whether productivity growth in public services will
increase from poor outcomes achieved in recent years,
what the practical impact the government’s spending
review will be on public spending in the region, and
whether preparations for the Olympics and other projects
in the South will have a diversionary effect on public
spending.

e \What will happen to the Northwest’s share of net
international immigration, and what effect this will have
on local labour markets, in particular on job opportunities
for those currently on the margin of the labour force.

David Coates
Panel Chairman
November 2007




Sectoral Growth Charts
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WEIGHT OF KEY SECTORS IN OVERALL GVA

% pa GVA in Distribution, Hotels and Catering (% of total. 2005)

6 Northwest UK
° Manufacturing 186 14.4
: Construction 6.4 6.2
2 | Distribution, Hotels and Catering 16.6 15.8
14 Transport and Communications 8.1 8.1
0 ‘ ‘ ‘ ‘ ‘ Financial and Business services 20.3 26.7
2004 2005 2006 2007 2008 2009 2010

—NW—UK Public and Other Services 2855 23.6

Source(s): Cambridge Econometrics.







Ccontents

Foreword

Executive Briefing

The World Economy

The UK Economy

Northwest Economy Outlook

Northwest and UK GDP 2003 - 2010

Northwest Sector Output

Northwest Sector Output 2003 - 2010

Northwest Expenditure

Components of Northwest Expenditure 2003 - 2010

Northwest Labour Markets

Northwest Labour Markets 2003 — 2010

Northwest Sector Employment 2003 - 2010

Northwest Prices and Earnings

Northwest Prices and Earnings 2003 - 2010

Northwest Construction and Housing

11

17

18

19

20

22

23

24

25

26







The World Economy

KEY POINTS

@ GDP growth is set to slow in all the major economies in
the second half of 2007, and the prospects for 2008 are
particularly uncertain as the impact of the sub-prime
lending crisis comes through.

e Inflation conditions in the major economies do not warrant
increases in interest rates, and the global credit crisis has
created pressure for cuts in the US and the euro-zone.

e The dollar has hit a new low against the euro and will
remain weak while US growth slows because of the sub-
prime lending crisis.

e Oil prices have continued to rise, but a US slowdown
should moderate demand-led inflationary pressures on
other commodities.

WORLD GROWTH IS SETTO SLOW IN 2007H2 AND THE
PROSPECTS FOR 2008 ARE UNCERTAIN

US growth accelerated in the second quarter of 2007
buoyed by faster growth in business investment and a good
export performance. But this is unlikely to have been
sustained later in the year. The downturn in the housing
market is continuing and construction activity fell in July.
The sub-prime lending crisis has reinforced this and spread
uncertainty to other parts of the US economy. Labour
market conditions loosened in July, while data for factory
orders show the expansion of the manufacturing sector
slowed in August. This gave scope for the Federal Reserve
to cut interest rates by 50 basis points on 18 September,
but against this energy prices have continued to rise. The
expected recovery in 2008 is now looking much less likely,
but this has yet to be reflected in the consensus forecasts
shown in Chart 1. We expect forecasts to be marked down
quite sharply in the coming months. At the same time some
equity investors are looking to when profits recover, with the
result that the Dow Jones has recovered ground it lost once
the extent of the sub-prime lending crisis became apparent.

Economic activity has eased in Japan and in 2007Q2 GDP
fell as business investment slowed sharply. Forward-looking
indicators paint a mixed picture for industrial production
prospects. The outlook for export demand has weakened
with prospects for the US economy, and the yen has
recently strengthened to its strongest level against the dollar
for twelve months. Japan’s unemployment rate fell to a nine-
year low in July but household consumption, although
steady, remains weak as wages have fallen. The consensus
currently is for growth to pick up in 2008, but this will be
heavily influenced by events in the US.

In the euro-zone, the labour market has continued to tighten,
the unemployment rate has fallen to its lowest level on
record, and industrial and consumer confidence are at their
highest since 2000-01. Nevertheless, euro-zone GDP growth
slowed in 2007Q2 after investment spending fell, with
France, Germany and ltaly all affected. Confidence among
German businesses fell sharply in August (the most recent
month for which data are available) to reach its lowest level
since February 2006. The expectations for short-term
prospects also weakened and are the worst they have been
for two years. Construction activity in the euro-zone has
slowed and confidence among German exporters has
started to fall. The OECD trimmed its 2007 growth forecast
for the euro-zone in September. The pace of growth is
expected to slow further in 2008, but by how much will
depend on how the sub-prime lending crisis plays out.

CHART 1: PROSPECTS FOR GROWTH IN THE
% pa WORLD ECONOMY
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INFLATIONARY PRESSURES ARE WEAK AND THE DOLLAR
HAS CONTINUED TO WEAKEN

Central Banks’ early responses to the turmoil in global
credit markets have been accommodative. US interest rates
have been reduced so that the Discount Rate now stands
at 5% and Japanese rates remain at '2%. The ECB left
interest rates at 4% in October, suggesting that its faith in
the euro-zone’s resilience had been weakened. The ECB
had signalled further increases before the global credit
crunch and so further increases cannot be ruled out, even
though inflation is below the 2% target. In Japan,
consumer prices have been falling and with the outlook for
the economy uncertain, there seems little reason for the
Bank of Japan to raise interest rates soon. In the US, the
Federal Reserve is likely to come under pressure to cut
interest rates further to support the housing and financial
markets. As oil prices remain high, and with inflation below
2% there may be some scope to cut rates further, but the
Federal Reserve will be keen not to make a series of rate
cuts that may be seen as bailing out irresponsible
investors, perhaps encouraging others through ‘moral
hazard’ to be irresponsible in future.

Since our April 2007 forecast, the dollar has continued to
weaken against the euro and sterling, hitting a new record
low against the euro in early September. With US monetary
policy likely to be loosened in the short-term, the dollar can
be expected to remain weak into 2008. The scale of the US
current account deficit means that the dollar is unlikely to
recover much ground against major currencies. If the ECB
decides to raise interest rates, the dollar could weaken still
further against the euro.

OIL PRICES HAVE CONTINUED TO RISE WHILE OTHER
COMMODITY PRICE INFLATION SHOULD EASE

Since our Spring 2007 short-term forecast oil prices have
risen further, from just under $70 pb in April to just under
$80 pb in July, driven by supply concerns and disruptions
in Nigeria and the North Sea. After falling back a little in

August, oil prices picked up again in early September to
$75-80 pb, after US inventories fell by more than expected.
And more recently they have topped $90 pb because of
concerns about further conflict in Northern Irag. It now
therefore seems likely that the average dollar price of oil in
2007 will be higher than in 2006. In addition to geo-
political developments, the outlook for oil demand and
prices in 2008 will depend on the outturn for the major
economies and on the extent to which the current financial
crisis is transmitted to the real parts of these economies.

The prices of other commodities, ranging from foodstuffs to
metals and minerals, are also at high levels. The
combination of tight supply and investor sentiment drove
metals and minerals prices up by almost 60% in 2006,
with copper, nickel and zinc leading the way. Thus far, 2007
has seen some recovery in stockpiles and a slight waning
in speculative activity, which has helped moderate the
inflation rate, although the expectation is still for an
increase of around 20%. In general, most commodity
groupings performed well in 2006 on the back of strong
world activity. The slowdown in the US is expected to ease
demand-led inflationary pressures, with a gradual
deceleration towards more sustainable, non-speculative,
rates of growth in prices.

POINTS TO WATCH

@ The downturn in the US housing market has continued
and construction activity, a key driver of growth in recent
years, has started to fall.

e There are no data yet to indicate how badly the wider US
economy is being affected by the sub-prime lending
crisis. Those we have show consumer spending remained
strong in August although surveys indicate that consumer
confidence also fell sharply in that month, as did
confidence among purchasing managers. The Federal
Reserve has shown itself ready to intervene, but it is far
from certain that their actions will completely allay the
crisis of confidence.




e Indicators for the euro-zone show confidence held up
over the early part of the summer. However, consumer
confidence has deteriorated markedly since August, as
has business confidence, particularly in Germany. Euro-
zone financial markets have also suffered a loss of
confidence, and are vulnerable to a sharp slowdown in
US activity.

@ Oil prices have continued to rise and have hit new highs.
Slowdowns in the US and euro-zone are likely to put
downward pressure on oil prices, but winter demand will
counter this. A risk that high oil prices might persist adds
to the risks of a global slowdown.

e Over the medium-term, the need for business and labour
reform remains an issue for the euro-zone, where a lack
of progress has held back growth in recent years.
Distractions stimulated by the EU Constitution issue
would be unhelpful here.




The UK Economy

KEY POINTS

e Growth remained firm in the first half of 2007, driven by
household spending, and the slowdown we expected in
the second half now seems likely to be more pronounced
following the summer’s crisis in credit markets.

e The slowdown that we forecast in service sectors over
2007-09 could now be more severe, with marked
recovery likely to be deferred until 2010. Along with the
global slowdown, this makes the expected recovery in
manufacturing less likely.

e Inflationary pressures have eased, and consumer price
inflation has fallen below target.

e The key risks to our forecast are on the downside:
investment and household spending could respond
sharply to the impact of the credit crisis; this might be
exacerbated as the full effect of earlier interest rate rises
comes through; and UK exports suffer further from weaker
world activity, especially in the US.

CHART 2: OUTPUT AND EMPLOYMENT GROWTH
PROSPECTS FOR THE UK
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Source: Panel Forecasts, October 2007.

HOUSEHOLD SPENDING HAS SUPPORTED THE FIRM
GROWTH SEEN SO FAR IN 2007

Quarterly GDP growth averaged 2/4% in the UK in 2006 and
this rate was maintained in the first half of 2007. Growth
was driven by household spending, which increased by
1'4% in 2007H1. Investment grew strongly in 2007Q1, but
fell back in 2007Q2, while the volume of trade in both
directions has fallen (although the impact of fraudulent

trade flows continues to affect the data) and the net
contribution to growth has deteriorated. After its output fell
in the first quarter of 2007, the manufacturing sector looks
to have recovered. However, strongest growth in major UK
sectors has been in financial and business services, which
also saw an acceleration in the second quarter as the
mergers and acquisitions boom continued. M&A activity
has become increasingly international and so impacts most
on global financial centres, including London. The other
broad service sectors, distribution, and transport and
communications, experienced robust but slowing growth in
the first half of 2007.

After accelerating in the first quarter of 2007 to 4'/4%,
headline average annual earnings growth slipped back to
3% in July. The growth in average earnings excluding
bonuses has been largely unchanged at 3'.% year-on-
year. Data show house-price inflation slowing slightly in
August and September 2007. However, year-on-year
increases remain around 10%. The strength of the housing
market appears to have supported consumer confidence
with retail sales growing by 4-5% year-on-year in the first
half of 2007, although the pace of its growth did slow a little
in June and July. As the full effect of the five increases in
interest rates since August 2006 is felt, and consumers
respond to the uncertainty in the financial sector made
visible by the events with Northern Rock, we expect the
housing market to cool and consumers to rein in their
spending, and so the slowdown in retail sales is likely to
continue in the short-term. The CBI's July 2007 survey
shows that business confidence has deteriorated over the
summer with regard to market conditions and export
prospects, but the EEF survey in August showed
manufacturing had enjoyed healthy growth over the
summer. However, none of these data reflect the impact of
the crisis in credit markets that emerged in July and
August.

GROWTH IS EXPECTED TO BE SLOWER OVER 2007-09

In our April 2007 forecast, GDP was to grow by 2°%/% in
2007, supported by faster growth in household spending




and firm investment growth, with the pace expected to
slow in 2007H2 as domestic spending slowed in response
to recent interest rate increases and as global economic
activity slowed. Export demand was forecast to fall in 2007
before recovering over 2007-09, supported by a US
recovery and a strengthening euro. With domestic
spending set to slow over 2007-09, our forecast was for
GDP growth to slow to 2'2% in 2008 and 2009, with
investment slowing the most.

Since then, however, the global financial system has been
hit by a liquidity squeeze and a resulting crisis of
confidence prompted by the sub-prime lending crisis in the
US, and the scale of its impact is still very uncertain. A
severe impact in the US or the euro-zone would accelerate
or deepen any pending slowdown in the UK and eliminate
the prospect of a recovery in exports in 2008. Domestically,
the financial sector has borne the brunt so far, but the loss
of confidence could spread further. The Bank of England
has signalled its reluctance to intervene, for fear of
encouraging irresponsible lending in the future, although it
is seeking to reassure solvent institutions that liquidity will
be available. Mortgage and business loan repayments have
risen as lenders re-price risk. Signs of a slowdown would
also undermine business confidence and investment
demand, hitting the manufacturing and construction
sectors. In light of this, we have downgraded our forecast
for the UK, with a recovery in growth only coming in 2010.
The downturn could be sharper than we have suggested
here, and it could go on longer depending on developments
in the domestic housing market and in international
financial markets, but there is little evidence to go on yet.

KEY SECTORS WILL BE HIT BY THE GLOBAL CREDIT
CRISIS, ESPECIALLY FINANCIAL SERVICES

Before the current credit crisis we had forecast
manufacturing growth should recover in the second half of
2007 and accelerate to 2010, if at modest rates, as it
benefited from a greater focus on higher value-added
goods. However, the distribution sector was expected to

see growth slow in 2007 and 2008 as households reined
in spending, and financial and business services were
expected to drive the economy in 2007 with strong but
slower growth, which we expected to slow more sharply in
the medium-term as the M&A boom cooled, and world
economic activity slowed.

Manufacturing growth accelerated in the second quarter of
2007, but as the full effect of five rises in interest rates
since August 2006 on domestic household and investment
demand came through, and the US economy slowed,
demand growth was expected to cool. But the financial
crisis has made the prospects of a sharper slowdown in
manufacturing more likely. Exporting firms will suffer from
weaker overseas demand and are being hit by
unfavourable exchange rate movements. Meanwhile the
financial sector is seeing large reductions in profitability as
some asset values are being marked down, as deals are
delayed or cancelled, and as banks retrench until normality
and transparency return. We now expect a sharper
slowdown forecast for 2008 to begin to take place in 2007.
These effects will in turn affect incomes and spending in
the wider economy, especially in places where financial
services are concentrated. At the same time, borrowers
face higher interest rates because of greater uncertainty,
and this is likely to curb or delay investment spending, and
adversely affect the housing market, consumer confidence,
and household spending on durables.

INFLATION HAS EASED AND PRESSURE ON INTEREST
RATES IS DOWNWARD

The Bank of England has raised interest rates three times
in 2007, most recently to 5%/4% in July, in a bid to prevent
output and wage growth overheating and stoking inflation.
After breaching 3% in March, consumer price inflation has
fallen each month and fell below the Bank’s 2% target in
July as the impact of past fuel price increases were no
longer within the yearly comparisons. At the same time,
factory gate inflation has eased a little and been steady at
2'/2%. With growth expected to slow and inflation pressures




softening, there seems little reason for the Bank to increase
rates soon, although the full impact of recent rises in oil
prices has yet to be felt. Whilst there is pressure on the
Bank to cut rates to help moderate the financial crisis, the
Bank is reluctant to do so. The Bank kept interest rates at
5%/49% at its October meeting, and did so again in
November; although many in the financial markets expect
rates to be lowered before the end of 2007.

RISKS TO THE UK FORECAST

The key risk to the UK economy is that confidence in the
US could fall further such that its economy might move into
recession. Although the Federal Reserve would then respond
by cutting rates further, despite bailing out some investors
affected by the credit crunch, it is likely to be sometime
before confidence would be restored in such a scenario.

There is already some anecdotal evidence that households
here are reducing debt repayments and extending the
period over which debt will be paid off. Both effects could
mean that the expected domestic slowdown will be
prolonged, extending into 2009, and delaying recovery.

There is also a risk that inflationary pressures will be stronger
than anticipated and that this would prevent cuts in interest
rates at a time of economic slowdown. The risk of importing
inflation is present both in the high price of raw commodities,
but also in imports of imported consumer goods. There are

indications that cost pressures in China, and to a lesser
extent in India, will bring to an end the period during which
the developed world has benefited from falling import
prices for these countries’ manufactured exports.

POINTS TO WATCH

e Financial and business services is likely to be badly
affected by the current credit crisis, but it remains to be
seen how far this will extend to other parts of the UK
economy. There seems little doubt that export demand
will be affected because of expected developments in the
US, so a weakening of domestic demand would dent
growth prospects badly.

e There is a regional dimension to such a downturn. As in
the early 2000s, London and the South East are likely to
be the worst affected by a downturn in the financial
sector, but other regions in England will also see some
deterioration as its impact spreads to domestic spending
and because of its effect on export demand, especially
from the US.

e Inflation has fallen back below target. If this is sustained
there may be scope to cut interest rates earlier than we
currently expect. However, there is a risk that consumer
prices will begin to rise in response to increases in the
cost of imported manufactured goods.




Northwest Economy Outlook

KEY POINTS

e Growth in the Northwest economy in 2006 at just over 2%
is now reckoned to have been very close to that in 2005,
but employment fell because of improved productivity. We
expect growth for 2007 as a whole to be slightly stronger
at 2.3%, before easing back in 2008 alongside the
expected slowdown in the world and UK economies.
Growth in the Northwest is then expected to recover
slightly in 2009, but the main effects of this recovery are
not likely to be felt until 2010.

e Stronger growth in 2007 is expected to come especially
from construction and government and other services.
Growth in transport and communications, and in financial
and business services, is expected to be quite strong at just
over 4% pa, but this is slower than has been seen recently.
Though growth rates have nonetheless been modest,
manufacturing in the Northwest has grown more strongly
than in the UK a whole over a number of years. This
relative performance is set to continue, although overall
growth in the sector in 2007 is expected to be held back
by an anticipated slowdown in the second half of the year.

e Surveys conducted before the crisis in global credit
markets took hold show business confidence in the
Northwest strengthened through the first half of 2007 to
reach similar levels to that nationally. Indeed, a higher
proportion of manufacturers in the region reported an
increase in orders than in the UK as a whole.

e Employment in the Northwest fell in 2006 by 1% with
most key sectors, including business services, seeing a
fall in jobs. Employment is expected to rise in 2007, but
only by 2%, a much weaker rate than seen during the
first half of this decade. Employment growth in financial
and business services in particular is expected to be
much weaker this year than over 2000-05. Employment
growth in total is likely to slow further in 2008 and 2009,
to average around "% pa, before strengthening to /2% in
2010 as the upturn of the economic cycle takes hold. The
strength of the recovery is not expected to be greatly
influenced by levels of migration into the region.

ALTHOUGH WE EXPECT GROWTH IN 2007 TO BE
STRONGER THAN IN 2006, THIS HIDES A SLOWDOWN IN
THE SECOND HALF OF 2007

In 2005, output growth in the Northwest economy is
estimated to have slowed sharply, as it did in the UK as a
whole. We estimate that growth was broadly maintained at
the same rate in 2006, at just over 2%, helped by stronger
growth in retailing and other consumer services and in
manufacturing. However, we estimate that there was a
stronger recovery in growth in the UK as a whole.

Table 1 shows our new forecast for GVA in the Northwest
and the UK, and some contextual forecasts for other
regions. The view in our April 2007 forecast was that growth
in the Northwest was expected to strengthen in 2007.
Growth would then ease back in 2008 as growth in
financial and business services in particular slowed, before
recovering slightly in 2009 and strengthening further in
2010. With the exception of 2007, growth in the Northwest
was expected to be weaker than that in the UK as a whole.

TABLE 1: REAL GVA GROWTH (% pa)

2007 2008 2009 2010
CE Forecast as at July 2007.
Northwest 24 21 23 24
West Midlands 2.1 2.2 24 25
London 34 2.8 3.0 2.9
South East 8 2.7 29 29
UK 2.8 24 2.6 2.7
Panel Forecast, October 2007.
Northwest 23 21 22 25
UK 24 241 24 3.2

Source(s): Panel Forecasts, October 2007 and Cambridge Econometrics,
July 2007.

There is no evidence to suggest that the Northwest
economy has not been sharing in the strong growth that
has been achieved nationally in the first half of 2007. In our
new short-term forecast we still expect growth in the
Northwest in 2007 to be stronger than in 2006, but by




rather less than in our previous forecast, in line with the
weaker outlook for the UK economy. We now think it likely
that regional growth will slow in 2008 to just over 2%, with
a slowdown occurring in most sectors, particularly in
financial and business services, and in transport and
communications. Growth in total should improve in 2009,
but the main impact of the anticipated recovery in the world
and UK economy is not expected to be felt until 2010,
when growth in the Northwest could exceed 2% again.

We expect the region will broadly mirror developments
anticipated nationally during the second half of 2007 and
into 2008, namely a weakening in prospects in
manufacturing and in financial and business services,
alongside a slowdown in world economies, and slower
growth in consumer services as the effects of slower
growth and tighter credit markets impact on spending.
However, the nature of the financial activities undertaken in
the Northwest will, in our view, mean that it will be less
exposed both to the downturn in the UK economy as a
whole (and in especially London and the South East), and
to the subsequent recovery.

CHART 3: OUTPUT AND EMPLOYMENT GROWTH
PROSPECTS FOR THE NORTHWEST
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Source: Panel Forecasts, October 2007.

It remains our view that general prospects for growth are
still likely to be weaker in the Northwest than in the UK as a
whole. Also taking account of expected changes in

population, the outlook is therefore that the level of GVA per
head in the Northwest relative to that in the UK will fall
slightly through to 2010.

CHART 4: RELATIVE GVA PER HEAD IN NORTHWEST
(NOMINAL PRICES, UK=100)
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Source: Regional Accounts and Panel Forecasts, October 2007.

Based on the industrial structures of the Northwest's sub-
regional economies, and on the relative historical
performance of sectors in different parts of the region, we
expect growth in 2007 to be strongest in Greater
Manchester and Cheshire, and weakest in Cumbria.
Throughout the forecast period, prospects are most
favourable in Cheshire, while Greater Manchester is
expected to be relatively strongly affected by the economic
slowdown in 2008.

TABLE 2: REAL GVA GROWTH WITHIN THE
NORTHWEST (% pa)

2007 2008 2009 2010

Cheshire 2.6 2.4 2.6 29
Cumbria 1.7 2 22 25
Greater

Manchester 27 21 22 248
Lancashire 1.9 .9 2 23
Merseyside 2.1 2.2 2.1 2.3
Northwest 23 21 22 25

Source(s): Panel Forecasts, October 2007 and Cambridge Econometrics.




BUSINESS CONFIDENCE IMPROVED TO MID-2007

The regular survey of businesses by the British Chambers
of Commerce suggests business confidence strengthened
through the first half of 2007. In 2007Q2, a balance of 55-
60% of firms in both manufacturing and services expected
turnover to increase in the short-term, an increase on the
outlook for both sectors from the end of 2006. However,
the latest survey was conducted before the crisis in world
credit markets. The survey also indicated that confidence
regionally was similar to that in the UK as a whole. This is
also an improvement on the position at the end of 2006.

The increase in confidence in manufacturing came
alongside an increase in the proportion of firms reporting
improvement in home orders at the start of 2007, although
the number subsequently fell back in 2007Q2. Nevertheless,
the proportion of firms reporting increases in orders is
higher than that reported for the UK as a whole. Indeed,
there was also a small balance of manufacturing firms in the
region that expect to take on more staff in the short-term.

Within services the proportion of firms reporting an increase
in orders was generally lower than for the UK as a whole,
and this is reflected in relatively weaker employment
prospects compared with the sector nationally, although the
proportion of firms in the region expecting to increase staff
in the short-term was high in comparison with past surveys.

GROWTH WILL SLOW DOWN IN 2008, AND WILL REMAIN
MODEST IN 2009

Output growth for 2007 as a whole is expected to be slightly
higher than in 2006 at just over 2'.%. However, growth is
expected to slow sharply during the second half of the year
and into 2008 due to the impact of the turbulence in credit
markets in the world economy. All sectors are expected to
see slower growth in 2008, with the exception of the public
sector. The sharpest slowdown is expected in transport and
communications. Growth in financial and business services
is expected to weaken, though the slowdown in the
Northwest is not expected to be as severe as in London
and the South East reflecting lower exposure to the

activities in international financial markets that are likely to
be the most directly affected. The sector is still projected to
grow at around 3"2% in 2008; although this is a much
slower rate than seen since 2000, the sector is still the
fastest-growing part of the Northwest economy.

Despite the indications that Northwest manufacturing
performed well through the first half of 2007, the impact of
the slowdown in world markets in the second half of the
year is expected to result in growth for 2007 as a whole
below that in 2006, at just 1%. We expect that growth will
remain weak through 2008, averaging less than 1% before
recovering in 2009 and 2010. However, even in the
anticipated recovery in 2010, growth in this sector is not
expected to exceed 2% pa.

Consumer-related services are expected to experience
slower growth in 2007 than in 2006 and a further
slowdown in growth in 2008. These weaker prospects
reflect modest growth in household spending, restricted as
a result of the slowdown in employment growth and the
continued impact of higher interest rates and the tighter
credit markets. However, as the Northwest is thought less
exposed to the direct impacts of the global credit markets,
the scale of the slowdown in the sector in 2008 is less
pronounced than in the UK as a whole.

Financial and business services have been a major source
of growth for the Northwest economy, consistently
recording growth in excess of 4% pa in recent years. The
outlook is for growth for 2007 as a whole to slow slightly to
4'/,%, before slowing to just under 3'2% in 2008. This is
not as sharp as the slowdown expected for the sector in
the UK as a whole. The scale of the slowdown in the region
will be dampened by the limited scale the sector’s direct
involvement in serving the type of international business
that is expected to be most affected by the crisis in the
credit markets. Similarly, the scale of the upturn in growth
in the sector, forecast in 2010, is likely to be less
pronounced than in the UK as a whole and London in
particular, though it is possible that pressure on profits and
continuing pressure on costs may lead to an increase in




overseas outsourcing from the UK, and to some switching
away of support functions from the Northwest.

Despite the substantial increases in government spending
on public services, data show that real growth in output has
been relatively weak in both the Northwest and the UK.
Growth in the Northwest's wider government and other
services sector is estimated to have averaged less than
17/% in 2006, compared with 1%/.% nationally. We expect
the net effect of slower growth in spending and tighter
wage settlements to be that growth will be just below 2%
pa to 2010.

CHART 5: PROSPECTS FOR OUTPUT GROWTH IN
THE NORTHWEST
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Source: Panel Forecasts, October 2007.

EMPLOYMENT GROWTH WILL BE MODEST TO 2010
Overall employment in the Northwest fell in 2005 and 2006
after growing strongly over the previous five years.
Manufacturing employment in particular fell sharply over this
period, but employment in financial and business services
also fell in 2006. Employment growth is expected to recover
in 2007, to average just under 2%. Employment in
manufacturing is likely to fall further and a modest fall in
construction employment is also likely, while financial and
business services are expected to recreate the jobs lost in
the previous year. Growth of just under 1% in employment
in public services is slower than has generally been seen
since 2000.

Employment growth in the Northwest is likely to slow further
in 2008 and 2009, to average around /2% pa, before
strengthening to /2% in 2010 as the upturn of the
economic cycle takes hold. The strength of the recovery is
not expected to be greatly influenced by levels of migration
into the region.

POINTS TO WATCH

e \We have assumed that financial and business services in
the Northwest will be less exposed to the effects of the
slowdown anticipated in the sector in the UK in the
second half of 2007, in 2008, and possibly beyond. It will
be important to monitor whether this view is borne out.

e Public spending constraints will be tighter over the
forecast period, but we have assumed that much tighter
control of wage awards will allow output growth in real
terms to be slightly higher than in the recent past. If this
is not borne out in practice, real output growth in public
services, and therefore in the economy as a whole, will
be weaker than shown.

e \We shall continue to monitor the performance of the sub-
regional economies for indications of the impacts of
migration on the local labour markets and for signs that
Cumbria and Lancashire in particular are improving their
relative economic performance.
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Northwest and UK GDP 2003 — 2010

TABLE 3: SUMMARY DATA AND FORECASTS FOR THE NORTHWEST

Source(s): Panel Forecasts, October 2007.

TABLE 4: NORTHWEST AND UK GVA

Source(s): Panel Forecasts, October 2007.




Northwest Sector Output

KEY POINTS

@ Manufacturing output is expected to increase by just 1%
in 2007. Motor vehicles and other transport equipment,
printing and publishing and textiles and clothing are
among the sectors where growth is expected to be
weakest.

@ Growth in construction is set to pick up in 2007, with data
on construction output showing an increase of 11% in
current prices in the first half of 2007 over a year earlier.
However, this rate of growth is expected to fall back
again for the remainder of the forecast.

e Transport and communications and financial and
business services will again be the major drivers of
growth in 2007, with output expected to rise by 4%.
However, both sectors are expected to experience a
marked slowdown in growth in 2008 and into 2009.

MANUFACTURING: Growth

is expected to slow in 2008 but improve from 2009
Manufacturing in the Northwest has performed better than
the UK average for a number of years and grew strongly in
2006 after weak growth in 2005. Although the indications
are that the sector performed relatively well in the first half
of 2007, the expected slowdown in world growth in the
second half of the year is expected to result in growth for
the year as a whole being slower than in 2006.
Manufacturing output is expected to increase by just 1% in
2007 and by slightly less in 2008. Manufacturing industries
which are expected to see particularly weak (or falling
demand) include motor vehicles, wood, printing and
publishing, textiles and clothing and miscellaneous
manufacturing. The latest British Chamber of Commerce
(BCC) Quarterly Economic Survey for the second quarter of
2007 has recorded a slowdown in manufacturers’ home
and export markets in contrast to the results for the UK as
a whole, but the recorded balances are more or less in line
with the UK average. The survey showed that a large
balance of firms are suffering pressures to increase output
prices because of higher materials prices.

Prospects in 2008 are expected to remain weak,
particularly in chemicals and motor vehicles. However,
there are some positive developments in these sectors.

In chemicals, Novartis the Northwest-based pharmaceutical
company, has received an increased order for Fluvirin, a flu
vaccine, from the US; 40 million doses compared with 30
million last year. Novartis has its manufacturing operations
in Liverpool. Several biotech companies and the National
Biomanufacturing Centre are also located in the city, and
the UK's leading specialist research centre for microbial
diseases also opened there in 2007.

In motor vehicles, Cheshire-based Bentley Motors saw
sales and profits soar to record levels in the first six months
of 2007. The company has seen strong growth both in
mature markets, such as Germany, the UK and the US, as
well as in emerging markets, such as China and Russia.
The company considers that its recent launch of new
models makes it well-placed to secure further growth. In
April 2007, GM announced that its Vauxhall plant at
Ellesmere Port had been selected as one of the sites that
would build the new Astra. New production is scheduled to
start in 2010, but production volumes will only then reach
levels seen in 2005.

Elsewhere in the transport equipment sector, the long-
term prospects for BAE's works at Broughton, near Chester,
are favourable. The wings of the Airbus A380 are made

at the site, and orders for the new aircraft are rising and
there is the prospect of further orders being placed by
Emirates Airlines and Qantas. The company also recently
won an order to supply 72 Eurofighter aircraft to Saudi
Arabia, providing long-term security for the company’s site
at Preston.

Manufacturing in the Northwest has continued to shed
traditional activities, and the aerospace, chemicals,
electronics and electrical engineering industries are
expected to become the drivers of manufacturing output
growth in the medium-term. A number of major initiatives
have been launched to promote a stronger science and
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industrial base for the growth sectors of manufacturing.
These include the Photon Science Institute of the University
of Manchester that will pioneer cutting-edge light and laser
technologies, the STEPS (a Systems Approach to Tissue
Engineering Products and Processes) project that will
develop treatments in the areas of heart failure, diabetes,
chronic ulcers and neurodegenerative diseases, the
development of Daresbury International Science and
Technology Park near Warrington in Cheshire, and the
planned expansion of the Manchester Science Park. This
last project would involve extending current services across
multiple sites, including some of the city's most important
areas of regeneration. The aim is not only to facilitate
cooperation between research and industry but also to
foster new businesses.

CHART 6: GVA IN MANUFACTURING
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Source: Panel Forecasts, October 2007.

CONSTRUCTION:

Growth is expected to be strong during 2007 and will
continue to be supported by major regeneration projects
Construction output is expected to rise by 2% in 2007
after recording only modest growth in 2006. Data on
construction output (not the same as value-added) show
output in 2007H1 was 11% higher than a year earlier in
current prices. From 2008 output in the construction sector
is forecast to be slower. While the region’s major urban
areas have plans for further regeneration projects, our view
remains that these will lead to little net growth as schemes
currently under way come to completion.

The New East Manchester urban-regeneration company is
driving forward the transformation of an area of nearly
2,000 hectares immediately to the east of the city centre of
Manchester, with public and private-sector investments
totalling an average of £200m a year. The former industrial
area is to be regenerated with 12,500 homes for the first
10-15 years. More than 3,500 new homes have already
been completed in the first six years of operation and a
further 6,000 are in the pipeline.

The Omega development on the former RAF Burtonwood
site, which straddles the M62 in Warrington, has finally won
backing from planners and the government. Work on the
first phase of the development should start in 2007, and the
first two phases of Omega will provide 1.6 million sq ft of
industrial and distribution space to the north of the site, and
1.4 million sq ft of office accommodation to the south. It will
also include hotel and retail offers. The intention is for the
development to appeal to all types of businesses, but the
main target sectors are likely to be environmental
technologies, pharmaceuticals, medicine, ITC and finance.
Omega is expected to create 8,000 jobs directly in the
Warrington area over the next ten years and, upon
completion of the scheme, could create some 24,000 jobs.

CHART 7: GVA IN CONSTRUCTION

% pa
6

5 4

4

3 4

2

14

0 T T T T T
2004 2005 2006 2007 2008 2009 2010

— NW —— UK

Source: Panel Forecasts, October 2007.

In Liverpool, further regeneration plans for Northshore have
been announced by the developer Langtree Group plc
together with English Partnerships and Liverpool Land
Development Company. The development forms a part of a
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wider plan under way for Northshore, and should help to
attract further private-sector investment to the area. Also,
planning approval was granted in July 2007 for a new
major mixed-use development at Liverpool's Princes Dock.

Regeneration schemes elsewhere in the region include
the redesign of Blackpool's seafront and sea defences.
The hope is that the initiative will create something
innovative for Blackpool that will significantly boost its
appeal as an international visitor destination. Meanwhile,
the NWDA is investing £4.4m in various environmental
improvements in Cumbria.

SERVICES: Strong but slowing growth in 2007

Services are expected to continue to support GVA growth
in the Northwest. Services output is forecast to increase by
more than 3'2% in 2007. More detail on these sectors is
included as follows.

DISTRIBUTION, HOTELS AND CATERING: Growth in

this sector will reflect the weak employment conditions but
will continue to be supported by strong tourism

Growth in this sector is expected to slow to 23/:% in 2007
as the weak employment market and effects of higher
interest rates slow the growth in household spending.

While the immediate outlook is for slow growth, significant
investments continue to be made in the hotels sector.
According to research by Jones Lang LaSalle Hotels, there
are now almost 8,000 hotel beds in Manchester, and 400
new beds are planned. Also, hotel operators are
refurbishing existing stock in the city. Manchester's high
occupancy levels and a strong events industry mean that
hoteliers are likely to increase room rates. An analysis in
October 2006 by business advisors PKF showed
Manchester to be one of the most profitable places in the
UK'to open a hotel.

The Scottish leisure group Macdonald Hotels is investing
more than £30m in a 215-bedroom site in the former BT
building on London Road, near Piccadilly station, which is

due to open in October 2007. A new 75-bed Sleeperz hotel
is also to be built on land owned by Network Rail opposite
Piccadilly station. Meanwhile, AMEC Developments and
Crosby Homes plc have plans for a £27m scheme that will
see the construction of a Crowne Plaza hotel in the
successful mixed-use Smithfield scheme. The four-star
deluxe hotel, due to open in July 2008, will incorporate 228
luxury bedrooms, including the city's largest presidential
suite. When various developments under construction are
completed, this will bring an additional 1,291 rooms to the
city over the next few years, mostly in the four- and five-
star category.

CHART 8: GVA IN DISTRIBUTION, HOTELS & CATERING
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Source: Panel Forecasts, October 2007.

TRANSPORT AND COMMUNICATIONS:

Strong growth in output will continue in 2007

Transport and communications is expected to be one of
the best-performing sectors in the Northwest in 2007, with
growth expected to remain at more than 4%. Liverpool
John Lennon Airport (LJLA) was one of the fastest-growing
UK airports in 2006, a position it is likely to have
maintained in 2007. The airport could treble in size by 2030
if its 25-year plan is realised. The expansion plans include
a runway extension for long-haul aircraft, a World Cargo
Centre and a new link road to the south of the airport.
Recent developments at the airport include the first
transatlantic flights to New York and Toronto in May 2007
and are expected to help boost international tourism to
Liverpool and the Northwest in general.
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CHART 9: GVA IN TRANSPORT & COMMUNICATIONS
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Source: Panel Forecasts, October 2007.

FINANCIAL AND BUSINESS SERVICES:

Slower growth, but still faster than other sectors

Financial and business services output is expected to grow
by over 4% in 2007, and although growth is then expected
to slow down, the sector is still expected to remain the
strongest performer to 2010.

CHART 10: GVA IN FINANCIAL & BUSINESS SERVICES
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It is likely that the sector in the Northwest will experience
some of the slowdown in activity that is expected in the UK
as a whole in the second half of 2007 and into 2008.
However, the sector is less focused on activities relating to
international finance and business than are other parts of
the UK, notably London and the South East. As a result,
the scale of the anticipated slowdown in 2007 and 2008

will be less than for the UK as a whole. Similarly, the
smaller exposure to high-value international work will
restrict the scale of the pick-up in growth that is expected
in 2009 and 2010.

GOVERNMENT AND OTHER SERVICES: Growth of just
below 2% is expected, in response to restrained
government spending

Growth in government and other services is expected to
strengthen in 2007 to 13/.%, following growth of just less
than 1%2% in 2006. However, much of the improved growth
is likely to be in other, mainly leisure-related, services than
in public services. The outlook is for growth to pick up
again to 2% in 2008 but then to fall back to 2010. As far as
we can tell, this picture is consistent with the recently
published Comprehensive Spending Review.

CHART 11: GVA IN PUBLIC AND OTHER SERVICES
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Source: Panel Forecasts, October 2007.

A boost to the this sector is expected from the BBC's
relocation of five departments from London to
MediaCity:UK at Salford Quays, Manchester, confirmed in
May 2007. This ends previous speculation, and means
work to create the UK's first purpose-built media city, on a
200-acre site at Salford Quays, can start. MediaCity:UK is
intended to be an internationally significant hub for the
media and creative industries with the UK's leading
broadcast, media and technology companies at its heart.
Five departments, including BBC Children's, BBC Children's
Learning, BBC Sport, BBC Radio Five Live, and parts of
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BBC Future Media and Technology (including BBC
Research and Development) will locate there. The first
phase of the MediaCity:UK development, which includes
the BBC buildings, is scheduled for completion by 2011.

POINTS TO WATCH

@ We shall look for signs that Northwest exporters are
facing weaker export markets.

e \We shall monitor the extent to which financial and
business services in the Northwest are being affected by
the slowdown expected in London in particular.

e We shall continue to monitor for signs that productivity
growth in public services is increasing from the relatively
poor outcomes achieved in recent years.
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Northwest Sector Output 2003 — 2010

TABLE 5: NORTHWEST SECTOR OUTPUT

Source(s): Panel Forecasts, October 2007.
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Northwest Expenditure

KEY POINTS

e We expect growth in household spending for 2007 as a
whole to strengthen to 2'/4-21/2%, from just 13/2% in 2006.
Higher interest rates, coupled with uncertainty in the
financial sector, will undermine growth in the second half
of the year and into 2008. Household spending is
forecast to grow by only 2% in 2008.

e Investment growth in the Northwest has been relatively
strong in recent years, averaging 5'/2% in 2006, and
should remain strong for 2007 as a whole. Growth is
likely to slow to 3% in 2008 before strengthening again
in 2009. The liquidity constraints in the financial sector
are not thought likely to have a major direct impact on
overall investment in the region.

HOUSEHOLD SPENDING: Growth has strengthened in
2007 but is expected to weaken again in 2008 and 2009
during the economic slowdown

Nationally, household spending remained strong through
the first half of 2007, growing at an average quarterly rate of
over 2%, while retail sales were 4-5% higher year-on-year.

Since employment growth has been weaker in the
Northwest than the UK, it is likely that household spending
growth was also weaker. Household spending in the region
is forecast to grow by 2'2% for 2007 as a whole.

With an economic slowdown forecast for 2008, the
household spending is expected to weaken in the
Northwest, just as nationally. However, since the region is
less exposed to the slowdown than other regions of the UK
(notably London and the South East), the impact could be
less marked. On the other hand, the region has a lower
saving ratio and this may make consumers in the region
more cautious regarding their future spending plans.

Growth is likely to slow to just over 2% in 2008, and to
remain at about this rate in 2009 as employment growth

remains modest. Spending growth should strengthen in the
recovery part of the economic cycle, which is expected to
be felt most in 2010. However, even then growth is likely to
remain modest, at 2'/2%.

FIXED INVESTMENT:

Growth will slow in 2008, particularly in public sector
investment, before recovering again in 2009

Data on regional investment remain limited, and the picture
for investment as a whole often has to be inferred from
other complementary data sources. Our view is that
investment in the Northwest has been relatively strong in
recent years, growing by over 5'2% in 2006, and the
outlook is that growth will be similar for 2007 as a whole.
Strong growth in investment in health and social services
and financial and business services in particular is helping
to compensate for a slowdown in investment in dwellings.

The British Chamber of Commerce Quarterly Economic
Survey for 2007Q2 indicates a balance of both
manufacturing and service companies revised up their
investment plans, and that the scale of the upward
revisions increased through the first half of the year despite
a slowdown in the growth in future orders.

The outlook is that investment growth will weaken in most
sectors in 2008, before strengthening again in 2009.
However, the uncertainty in the financial sector and the
related increase in effective borrowing rates are not
expected to result in a collapse in investment in the short-
term. Recent events may mean that some marginal
investment decisions have now been deferred, but it is not
thought likely that business investment will fall sharply.

Investment in public services is expected to weaken
markedly in the short-term as the programme of substantial
year-on-year increases that has occurred since the late
1990s comes to an end.
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Components of Northwest Expenditure
2003 - 2010

TABLE 6: NORTHWEST EXPENDITURE
£2003m and % growth pa

Household Government Investment Exports Imports
Expenditure Consumption
2003 77,250 23,273 16,767 77,205 88,199
33 1.7 1.2 0.5 0.7
2004 79,409 23,730 17,854 79,492 89,812
2.8 2.0 6.5 3.0 1.8
2005 80,283 24,322 18,554 80,474 90,350
1.1 2.5 3.9 1.2 0.6
2006 81,688 24,940 19,546 81,360 92,518
1.7 2.5 53 1.1 24
2007 84,019 25,538 20,602 82,976 97,140
2.9 24 54 2.0 5.0
2008 85,733 26,136 21,209 84,107 100,045
2.0 2.3 2.9 1.4 3.0
2009 87,544 26,719 22,233 85,443 102,181
2.1 2.2 4.8 1.6 2.1
2010 89,614 27,359 23,072 87,387 104,973
24 24 3.8 2.3 2.7
Source(s): Panel Forecasts, October 2007.
TABLE 7: NORTHWEST HOUSEHOLD INCOME AND SPENDING
Units as indicated and % growth pa
Household
Household Household Saving Ratio Disposable Household
Disposable Spending Saving (% of disp. Income Spending
Income (£m) (Em) (Em) income) (£2003m) (£2003m)
2003 76,919 77,250 =33 -0.4 76,919 77,250
4.3 5.3 -186.2 -182.7 2.3 &3
2004 79,692 80,758 -1,066 =13 78,360 79,409
3.6 4.5 222.1 210.9 1.9 2.8
2005 83,827 83,691 137 0.2 80,415 80,283
5.2 3.6 -112.8 -112.2 2.6 1.1
2006 86,482 87,152 -669 -0.8 81,061 81,688
3.2 4.1 -589.5 -574.5 0.8 1.7
2007 90,548 91,639 -1,091 -1.2 83,018 84,019
4.7 5.1 63.0 55.7 24 2.9
2008 94,880 95,806 -927 -1.0 84,904 85,733
4.8 4.5 -15.1 -19.0 2.3 2.0
2009 99,444 100,132 -688 -0.7 86,942 87,544
4.8 4.5 25,7 -29.2 24 2.1
2010 104,282 104,929 -647 -0.6 89,061 89,614
4.9 4.8 -6.0 -10.4 24 24

Source(s): Panel Forecasts, October 2007.




Northwest Labour Markets

KEY POINTS

e Employment in the Northwest is expected to increase by
0.4% in 2007, as growth in financial and business
services remains relatively modest and manufacturing
employment falls further.

e Employment growth is expected to slow down in 2008
and remain weak in 2009, before strengthening in 2010
as the expected recovery phase of the economic cycle
becomes established. Throughout the forecast
employment growth will be supported primarily by
financial and business services and other services.

An additional 16,900 jobs are expected in financial and
business services and 18,500 in government and other
services by 2010.

e Employment growth in the Northwest is set to lag behind
UK growth in every year up to 2010.

EMPLOYMENT:

Slow employment growth in the Northwest is expected

In April 2007, we expected slow employment growth in the
Northwest to continue in 2007. Overall employment growth
for the year in the Northwest is expected to be 0.4%,
lagging well behind the UK rate of 0.9%.

The outlook is for the relatively weak employment
performance to continue through to 2010.

The outlook for 2007 is for better employment growth than
in 2006 in all the key sectors. The job losses that occurred
in financial and business services in 2006 are likely to
have been recovered and distribution, hotels and catering
will also have seen some growth in jobs following a fall of
over 1% in 2006. The strongest growth in 2007 is again
expected to be in public services, although the rate of
increase is likely to be much slower than in previous years.
Manufacturing employment has probably contracted
further, but the forecast 1'2% decline in jobs is a much
smaller fall than has been seen in each year since the late
1990s.

Throughout the forecast, the strongest source of
employment growth is expected to be government and
other services and financial and business services. Both
sectors are set to see employment growth slow down in
2008 as a result respectively of the economic slowdown
and weaker growth in government spending. The outlook is
for growth in employment in financial and business
services then to strengthen in 2009 and 2010. Employment
growth in the consumer services sectors is likely to remain
weak in 2008 as the sector suffers from weak consumer
confidence and spending, but should recover quite strongly
by 2010 during the cyclical upturn.

UNEMPLOYMENT: Possibly increasing to 2010

During 2006, unemployment in the Northwest rose more
rapidly than in the UK as a whole. Since the start of 2007
the rate of claimant count unemployment has fallen
steadily and in August 2007 it stood at 3.1% of workforce
jobs. In contrast, the wider International Labour
Organisation definition of unemployment has continued to
rise in 2007 and in the three months to July averaged 5.8%
of those economically active. This is higher than the 5.4%
for the UK as a whole. With employment growth expected
to slow sharply in 2008 and remain weak in 2009, the
prospect is that unemployment could see further modest
increases to 2010.

CHART 12: RECENT DEVELOPMENTS IN THE
LABOUR MARKET
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CHART 13: NORTHWEST SECTORAL

EMPLOYMENT GROWTH
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POPULATION: Population estimates for the Northwest’s
major cities have been revised down

The methods used to estimate the UK population have
been revised following concern that previous approaches
did not identify accurately the scale of international
migration.

Previously, migrants were allocated to an area based on
the International Passenger Survey; in this survey, migrants
are asked where they are going to live. Evidence suggests
that this approach inflated the figures thought to be locating
in cities at the expense of surrounding areas (as
respondents have a tendency to respond with a location
they have heard of).

The change in methodology has resulted in estimates of
the Northwest's population being revised down by

6,400 people. Among the areas where population is now
estimated to be higher are Manchester and Lancaster.

In contrast, the estimated populations of Liverpool, Wirral
and Carlisle have been reduced. Manchester is now the
most populated local authority in the Northwest, overtaking
Liverpool for the first time. The revisions have potentially
important implications for Merseyside as they suggest that
the apparent stabilisation in the population thought to have
occurred since 2001 did not in fact occur.

MIGRATION: Manchester is the most likely destination in
the Northwest for international migrants

The latest figures released by DWP for National Insurance
number registrations by foreign nationals show Manchester
as the most likely destination for migrants when they move
to the Northwest. Over 20% of registrations in the
Northwest were to the Manchester local authority. This will
affect employment in several sectors, including
manufacturing, construction, particularly around the city
centre and distribution around North Manchester particularly
Oldham and Rochdale. Liverpool also has a high number of
registrations, with similar implications as to the sectoral
breakdown of employment.

POINTS TO WATCH

e We shall monitor for signs of the anticipated slowdown in
employment in financial and business services and in
government services in particular.

e We shall monitor evidence of migration into the region
and its effects on local and regional labour markets.
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Northwest Labour Markets 2003 — 2010

TABLE 8: NORTHWEST LABOUR MARKET

Source(s): Panel Forecasts, October 2007.
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Northwest Sector Employment 2003 — 2010

TABLE 9: NORTHWEST SECTOR EMPLOYMENT

Source(s): Panel Forecasts, October 2007.
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Northwest Prices and Earnings

KEY POINTS

e Inflationary pressures weakened in the first half of 2007.
With an economic slowdown anticipated in the second
half of the year and into 2008, we do not anticipate any
pick-up in inflation to cause undue concern to policy
makers.

e The growth in underlying earnings in the UK has been
averaging 3'2% pa, and growth in overall average
earnings slowed to a similar rate in 2007H1. We expect
growth in average earnings in the Northwest to remain
modest and not to exceed 4'2% pa through to 2010, a
similar rate as that expected for the UK as a whole.

PRICES AND INFLATION: Inflation slowed in 2007, and we
expect it to remain modest through the forecast

When preparing our April 2007 forecast there was evidence
that the pick-up in inflationary pressures seen in the
second half of 2006 had continued into 2007 and that
firms had started to increase prices as a response.
However, we did not expect the pick-up in inflation to be
sustained.

In the event, inflationary pressures have eased and
consumer price inflation fell below the 2% target in July as
the impact of fuel price increases passed out the yearly
comparisons. Consumer price inflation fell further in August
2007 to 1.8%. The slowdown has been reflected in both the
RPI and RPIX measures of retail prices. Although the recent
increases in oil prices have yet to be fully felt, with the
anticipated economic slowdown we expect inflation to
remain modest to 2010.

The increases in the price of inputs faced by UK
manufacturers during 2007 were, until August relatively
modest: in August prices were just 0.6% higher than a year
previously, whereas in August 2006 input price inflation
was running at around 8% in response to the increase in
oil and other commodity prices. This helped keep output
price (factory gate) inflation at around 2'/2% since April.

However, the recent resurgence in the oil price led to a
sharp increase in input prices in September (raising the

year-on-year rate to 6'-%), and companies remain
concerned about the outlook for the price of raw materials.
The British Chambers of Commerce Survey continues to
report a large balance of companies, especially among
manufacturers, facing pressure to raise prices in response
to the price of raw materials and other factors, and that this
balance grew through the first half of 2007. The survey
indicates the pressure on manufacturers is greater in the
Northwest than in the UK as whole.

EARNINGS:

The growth in average earnings will average 4'/2% pa
Nationally, the annual growth in underlying earnings
(excluding bonuses) has been on a slightly downward
trend since mid-2006, and stood at 3'2% in the three
months to July. The growth in average earnings in
manufacturing was slightly higher than that in services,
while that in the private sector was around 1pp higher than
that in the public sector. For much of the last two years the
growth in earnings including bonuses has exceeded that in
underlying earnings, though recently growth in the two
measures have come into line.

Data are not available showing how these developments
have played out in the Northwest. Data from the Annual
Survey of Hours and Earnings (ASHE) for 2006 indicates
that earnings growth in the Northwest was weaker than in
the UK as a whole, by around /2 pp. While we think it likely
that while the growth in average earnings will have slowed
in the Northwest in 2007, the scale of the slowdown may
not have been as large as seen in the UK as a whole.

We judge that growth in average earnings will average
47.% in 2007, faster than in 2006, but that growth will
slow marginally in 2008. The government continues to
signal its expectation that increases in public sector pay
should be at around 2-2'2% pa and this, together with
evidence of a weakening in inflationary pressures and
uncertainty over the impact of the expected economic
slowdown on employment, will help also to limit private
sector wage increases.
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Northwest Prices and Earnings 2003 — 2010

TABLE 10: NORTHWEST PRICES AND COSTS

Source(s): Panel Forecasts, October 2007.
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Northwest Construction and Housing

KEY POINTS

@ GVA growth for construction was weak in 2006, but is
expected to improve in 2007 to 2.5% before weakening
again to average 1'4-1"/2% pa to 2010.

@ Increasing house prices have been accompanied by a
rise in the number of housing transactions, suggesting
the housing market is showing few signs yet of
slowing down.

CONSTRUCTION ORDERS: Growth in 2006 was sustained
by housing work and private commercial orders
Construction orders increased through the first half of 2007,
comfortably outperforming orders from the end of 2006.
New housing orders are well above their 2005 levels.
However, the level of infrastructure and other public orders
has dropped substantially. While there was modest growth
in private industrial orders in the second half of 2006,

growth in private commercial orders was much more marked.

The value of construction output in 2006 was 3.2% higher
than in 2005, due primarily to housing-related work and
private commercial work which offset a decline in
infrastructure output.

GVA growth in construction was weak in 2006 at 0.7% but
this is expected to improve in 2007 to 2.5%. However, this
is weaker than the growth expected in the UK as a whole.
Output growth is set to weaken again in 2008, to 1'/2%,
and to remain weak to 2010.

HOUSE PRICES: Inflation remained strong in 2007H1
House price inflation accelerated through 2006 despite
increases in interest rates during the year. At the end of
2007Q2, prices were on average 6.7% higher than a year
earlier in the Northwest compared with 11.4% in the UK.
The acceleration in price inflation since the beginning of
2006 has been accompanied by a marked rise in the
number of transactions, both in the Northwest and the UK

as a whole, giving little sign of any slowdown in the market.

[t remains to be seen whether the effect of interest rate
rises over the past year will dampen activity.

HOUSING INVESTMENT:

The outlook is for modest growth in the short-term

The short-term prospects for housing investment in the
region are less favourable than recent years. In 2006, the
number of new dwellings started rose by 11%2% in the
Northwest compared to 6% overall in England. However
this year, housing starts are down 19% compared to a 6%
decline in England. Growth in housing starts by registered
social landlords decreased by 69% compared to a 16% fall
by private enterprise. Potential downside risks include a
lack of first-time buyers to the housing market due to
higher interest rates, high levels of consumer debt and the
current liquidity issues in capital markets.

CHART 14: RECENT DEVELOPMENTS IN THE
HOUSING MARKET
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Source: Communities and Local Government.

26



27









