


























extent the region will be affected as the current market sentiment could prove to be just a blip or
alternatively it could have a much more prolonged impact on the performance of the economy and its
long-term prospects.

What we can say with some certainty is that the South East is particularly vulnerable to any effects of the
credit crunch because of its heavy exposure to both the financial and business sectors and any slowdown
in consumer demand. The South East is closely tied into the global economy, which means that financial
crises elsewhere in the world will inevitably have some impact on the region. For example, the US
accounts for nearly half of all inward investment into the South East. As a consequence the slowdown in
the American economy could have a significant impact on inward investment from the USA and on the
demand for South East goods and services. The impact of the global slowdown on European economies
could also have a knock-on effect on the South East, as the European market accounts for more than 60
per cent of all South East exports of goods.

There are several channels through which the credit crunch can impact on the regional economy:

e Through a direct impact on financial institutions, lowering growth and having an impact on
employment within the sector and indirectly affecting other sectors such as those closely related to
the financial sector (i.e. legal services and business services), or those which are more exposed to
consumer behaviour (i.e. tourism or construction).

e The shortage of credit could have an impact on business investment, which is an important
component of productivity and growth.

e The credit crisis coupled with falling house prices could have a large impact on consumer sentiment
and spending.

The financial sector and related activities are likely to be affected first. The financial services
sector accounts for 7.5 per cent of South East output and 3.3 per cent of total workplace based
employment in the region. Although this is slightly lower than the figures for the UK as a whole (9.7 per
cent of GVA and 3.9 per cent of employment), the average figure is skewed by a large concentration of
financial services in London.

Several areas in the South East are more exposed to any fallout affecting the financial sector. This is
simply due to the fact that they have a greater proportion of employment in the financial sector than
elsewhere in the region. This is particularly the case in Reigate and Banstead, where almost 16 per cent of
total employment within the district is in the financial sector, and Worthing and Mid Sussex (which have a
greater concentration of financial sector employment than in London), Figure 13. Possible negative effects
could also be felt in several other districts located in the north of the region (Aylesbury Vale, Milton
Keynes, Oxford), in the west (Test Valley, Basingstone and Deane, Winchester, Southampton, Eastleigh),
in the central area (Epsom and Ewell, Mole Valley, Horsham, Brighton and Hove) as well as in the east
(Medway Towns, Shepway, Tonbridge and Malling and Tunbridge Wells).

Figure 13: Financial Services Figure 14: Residents of working age employed
% of total employment in the area (workplace) in Financial Services, % (residence),

The extent of the slowdown within these areas will depend on the composition of the financial sector,
since some sub-sectors are more exposed to the credit crunch than others.
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Given the inter-linkages between the South East economy and London any analysis which is just based on
a workplace based measure (as above) gives us an incomplete picture for the South East.

The residence based estimates reveal that there are more than 730,000 South East residents employed in
financial services. A large number of districts in the Inner South East have a significant proportion of
people of working age who work in financial services (Figure 14).® There are 13 districts in the South East
where more than one in four people of working age in employment are employed in financial services
(such as Elmbridge 29.8 per cent, Woking 29.4 per cent or Waverley 28.7 per cent) and a further 14
districts where between 20 and 25 per cent of residents are employed in financial services. Clearly those
districts with proximity to London and better transport infrastructure have a significant proportion of their
resident population employed in financial services (either in the South East or outside the region) and as
such are exposed to a much greater extent to any job losses affecting this sector (either within the region
or outside and in particular in London). In the early 1990s the areas around London suffered a sharp
increase in unemployment, associated with a downturn in financial services. According to Oxford
Economics people on average spend around 80 per cent of their income in areas where they live, thus any
downturn in commuter income is also likely to have an impact on demand within a humber of sub-regions
within the South East.

Some small and medium sized businesses (SMEs) could be vulnerable. Some SMEs could be
affected as they naturally tend to have a smaller spread of revenue sources than larger firms. They are
more exposed to the UK wholesale markets, and borrowing and loan financing has become more
expensive and more difficult over the past nine months. Furthermore, the cost of credit could have an
impact on investment plans (both capital investment and human capital).

In a number of districts within the Rural and Inner South East, micro businesses constitute a much
greater share of business stock than elsewhere in the region, (Chiltern, Wealden, South Buckinghamshire,
Elmbridge, Hart, South and West Oxfordshire) and some businesses in these areas could be more affected
by the credit crunch than elsewhere, Figure 15.

Figure 15: Micro businesses as a proportion of total
business stock
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The corporates are more likely to tighten their belts in the current economic climate and focus on core
business. Therefore non-core activities such as training could suffer.

Consumer spending is an important factor affecting growth and current sentiment is on the
downside. Since South East residents have the highest debt to income ratio of any region, the credit
crunch turning into a consumer crunch could potentially have a significant impact on consumer spending
and growth. Although a consumer slowdown is not evident from the latest data, higher food and energy
costs are having an impact on disposable incomes, which, coupled with the higher cost of credit is likely to
lead to some reining in of consumer spending. A greater threat to consumer spending is a significant
housing market correction. Whilst the latest data is in support of a housing market correction, the

® The residence-based estimate includes people who commute to work outside the region.
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consensus amongst forecasters and housing experts is that the region will manage to avoid a 1990s style
crash. The risks in this area remain on the downside.

Tourism is another sector that could be affected by the slowdown in consumer spending within the UK,
but it is also a sector that is likely to benefit from depreciation of the pound. Over the past six months the
pound has declined by around 18 per cent against the Euro which makes foreign holidays far more
expensive for South East and UK residents. Furthermore, currency depreciation implies that the South
East is a far more attractive location for European holidaymakers.

The construction industry is likely to be affected by the current slowdown in the housing market and the
expectations of future growth. A rising cost of living coupled with labour shortages in some sectors (such
as agriculture) could lead to some employers potentially having to increase wage levels to attract staff.

Overall the latest data and consensus forecasts are consistent with a brief downturn which is unlikely to
reverse the region’s economic fortunes in the long term. This is because the South East is at an
advantage in terms of its industrial mix (a high proportion of private sector services), its large and
growing supply of labour and its relatively highly skilled population. All of these factors are key
determinants of productivity and growth over the long term.

Is the manufacturing sector undergoing a revival?

The fortunes of the manufacturing sector have changed. Since last summer the pound has slipped
to a record low against the Euro and a basket of other currencies. A weaker currency is one of the factors
that could boost competitiveness of the manufacturing sector through lower export prices. However, any
positive impact on export orders and sales will depend on global demand and in particular European
demand. The latest data from Germany and France (the South East’s largest export markets) show an
increase in consumer demand which is an encouraging sign. However, inflation remains an important
factor that could impact on the scale of any revival of this sector in the South East and nationally.

Figure 16: Manufacturing employment Figure 17: Residents of working age employed
% of total employment in the area (workplace) in Manufacturing, % (residence),
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Several districts in Oxfordshire and Hampshire have a high concentration of manufacturing jobs (Figure
16). Furthermore, Hampshire, Oxfordshire, parts of Kent and several districts on the coast have a
significant proportion of their working age population employed in manufacturing (Figure 17).

Whilst regional survey data on the manufacturing sector is inconclusive, the latest national data shows
strong output growth in the first quarter of this year. This is particularly true for the automotive sector,
which expanded by around 12 per cent on the previous year. Although the Oxfordshire economy with its
strong automotive sector is likely to benefit the most from global demand, this benefit will spread
throughout its supply chain. Demand from within the UK is likely to be hit as consumers are less likely to
purchase non-essential items such as new vehicles. Hence, stronger global demand, in particular from the
EU, is likely to be needed for the region to benefit further from a competitive manufacturing sector.

12



The South East outlook

Experian forecasts show output growth slowing this year and in 2009. The latest market turmoil
and the evidence from surveys have lead to downward revisions of UK and regional growth in 2008 and
beyond. The latest independent forecasts from Experian show the South East economy (GVA growth)
expanding by 2 per cent in 2008, followed by even slower growth of just 1.6 per cent in 2009. Although
significantly slower than in 2006, the rate of growth is still above the national average (Figure 18).

Figure 18: Slower GVA growth ... still above Figure 19: Strong employment growth this year
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Construction related activities will bear the brunt of the slowdown with output growth contracting this year
and the next. The housing market slowdown and lower public sector spending will dampen the growth of
this sector, whilst distribution, hotels & catering is likely to be affected by slower consumer spending.
Perhaps surprisingly, the latest outlook from Experian shows manufacturing output coming almost to a
halt in 2009, whilst the financial and business sector expands faster this year and in 2009 than in 2006
(Table 1).

Table 1: GVA and full-time equivalent employment growth this year
and in 2009 (percentage change)

Sector GVA growth FTE
2006 2007 2008 2009 2006 2007 2008 2009

Agriculture -0.1 -43 -0.7 -2.5 -6.6 -7.9 1.6 -2.1
Metals, Minerals & Chemicals 0.3 0.0 2.6 -0.5 -6.4 0.1 0.0 -0.9
Engineering 8.6 2.3 0.6 0.2 4.1 -3.7 -29 -0.5
Other Manufacturing 4.3 1.0 1.8 0.1 -09 -04 -1.0 0.3
Construction -0.9 1.7 -0.2 -0.6 4.3 1.7 -0.6 -2.0
Distribution, Hotels & Catering 3.3 2.8 1.6 0.9 -3.6 1.0 0.7 -1.9
Transport & Communications 4.4 4.5 4.9 3.5 0.8 -1.0 3.0 -0.2
Financial & Business Services 4.3 6.2 5.0 4.6 0.0 1.1 2.6 1.1
Mainly Public Services 5.2 3.3 1.1 0.9 4.0 0.5 -0.2 0.4
Total 3.4 2.7 2.0 1.6 0.2 0.4 0.8 -0.2

Source: Experian, RPS 2008

Experian forecast small job losses for 2009. The current momentum in the labour market continues
throughout this year with employment growth of around 0.8 per cent. As indicated earlier, employment is
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a lagging indicator of economic activity and is forecast to marginally contract in line with the national
average (Figure 19). Manufacturing, distribution, hotels & catering and construction will bear the brunt of
employment decline. After 2009 output and employment growth in the South East is projected to
recover, with both output and employment expanding significantly faster than this year and the next.

There is a high degree of uncertainty with any forecasts, especially so with the latest set constructed
during a period of turmoil in the UK and other developed world economies. The South East economy is
clearly capable of riding any slowdown, although the extent of the slowdown will depend on a number of
factors. South East policy makers are in a position to mitigate some negative impacts arising from the
global credit crunch affecting the economy. However, developments at the macro level (policy responses
to the slowdown) and perhaps more importantly at the international level will determine the fortune of the
South East and the other UK regions and sub-regions.
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Implications of the current slowdown for Regional Economic Strategy (RES)
targets

The new RES stretches over a 10-year horizon and since the current slowdown is forecast to be temporary
it is unlikely that it will have a significant impact on the region’s ability to achieve the RES targets.
Although there are several potential ‘winners’ and ‘losers’ from the current slowdown, overall given the
current economic climate the risks of not meeting some RES targets are slightly increased.

The Headline Targets

GVA per head: The expected slowdown in GVA growth over the next two years will lead to growth in real
GVA per head below the RES target this year and in 2009.” However, the RES target refers to an average
rate over a 10-year horizon, and it is common for economic growth to be cyclical (with, for example,
slower growth for two or three years followed by faster growth in succeeding years). The latest
independent forecasts, (which are largely policy neutral) point towards a soft landing for the South East
economy and a return to its trend rate of growth after 2009. Since the rate of growth this year and in
2009 is expected to be low, a higher rate of growth will be needed after 2009 for the region to achieve its
headline GVA target. That said, an advanced knowledge based economy such as the South East is more
than capable of expanding at rates above its long term trend (indeed this was the case in the South East
between 1997 and 2002).

Productivity per worker: The strength of the labour market combined with a slowdown in output
growth is likely to lead to slower productivity growth this year and the next. Investment in capital (such
as plant or new machinery) and skills is an important component of longer term productivity growth and
the latest evidence shows that business investment and training plans are being affected by the credit
crisis. If the credit crisis were to persist this could have a significant impact on an already stretching RES
productivity target. However, just as in the case of the GVA headline target, the productivity target allows
for slower growth in one period, which can be offset by faster growth in the second half of the RES
horizon. Since productivity (alongside employment) is a driver of prosperity this is one of the main policy
areas in the new RES.

Ecological footprint: The ecological footprint is a composite indicator and assessing the impact of the
current slowdown in this area is far from straightforward. However, since consumption makes a significant
contribution to the footprint and since imports (amongst several other factors) are likely to decline over
the next couple of years, there could be a small positive impact on the footprint. However, without
appropriate investment any gain is likely to be short-lived.

Global Competitiveness Objective

The impact of the current slowdown on the Global Competitiveness Objective is likely to be mixed. The
slowdown in the US economy could have a negative impact on Foreign Direct Investment in the region.
However, a weakening of US investment could be offset by stronger investment from elsewhere (the EU
and emerging economies). A weaker pound is likely to boost the competitiveness of the region’s
exporters. In other areas the impact is more uncertain: Research & Development could be negatively
affected due to the availability of credit, and since R&D investment is an input to innovation this area
could be affected. Nevertheless the impact would be felt differentially across sectors. R&D expenditure is
of greatest importance to a relatively small number of sectors - such as the chemical and pharmaceutical
industries — so these are most likely to feel the effects of a drop in R&D investment.

It is unclear to what extent investment in infrastructure will be affected by the slowdown since investment
in this area usually takes place over the long term. Shortage of credit combined with the higher cost of
financing investment is likely to have an impact on the private sector, while a significant decline in public
sector spending announced in the Budget will impact on public sector activities.

7 Until the latest revision to the South East GVA growth for 2007, the South East GVA per capita growth rate over
2006 and 2007 was on average around 3 per cent (in line with the target).
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Smart Growth Objective

There are several ‘winners’ and losers’ under this objective. Growth in the number of new enterprises is
likely to be negatively affected by the availability and cost of credit, and this is likely to prove one of the
challenging areas over the next couple of years. The latest data on economic activity shows a strong
upward trend and the measures announced in the 2008/9 Budget aimed at moving people from incapacity
benefits back into the labour market will help towards achieving this target. Falling house prices could
improve affordability, although the availability and cost of credit act as a constraint over the short term.
Any improvement in affordability resulting from a fall in house prices is likely to be short lived since the
housing market in the region is characterised by strong demand and significantly constrained supply. The
impact on transport is unclear, although it is possible that the higher cost of petrol could lead to a modal
shift, at least in the short term.

The impact on skills is likely to be mixed: on the one hand firms are likely to cut their training budgets
which could impact on skill gaps, but a strong upward trend in the number of people with higher level
qualifications (i.e. NVQ4+) is likely to continue. The latest evidence from business schools shows that
there has been a significant increase in applications for places on postgraduate (in particular MBA)
qualifications since September last year. On the other hand, the slowdown in the construction sector could
lead to a loss of skilled labour that could be difficult to replace.

Sustainable Prosperity Objective

A slowdown in consumption and economic activity is normally associated with a fall in emissions.
However, any boost to the target is likely to be short lived since it has more to do with a slowdown in the
economy and perhaps less with a genuine improvement in economic efficiency within the economy or a
change in consumer behaviour. Growth in metered households, higher water bills and a greater
awareness of the need to conserve water are helping the per capita water consumption target to remain
on track.
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Figure 20: South East England
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1 - Wycombe 17 - Gosport 34 - South Oxfordshire 51 - Chichester
2 - South Buckinghamshire 18 - Fareham 35 - Cherwell 52 - Mid Sussex
3 - Chiltern 19 - Havant 36 - West Oxfordshire 53 - Horsham
4 - Aylesbury Vale 20 - Rushmoor 37 - Oxford 54 - Worthing
5 - Lewes 21 - Tunbridge Wells 38 - Waverley 55 - Crawley
6 - Rother 22 - Shepway 39 - Tandridge 56 - Bracknell Forest
7 - Wealden 23 - Sevenoaks 40 - Woking 57 - Southampton
8 - Eastbourne 24 - Tonbridge & Malling 41 - Surrey Heath 58 - Medway Towns
9 - Hastings 25 - Thanet 42 - Runnymede 59 - Milton Keynes
10 - Basingstoke & Deane 26 - Ashford 43 - Guildford 60 - Reading
11 - New Forest 27 - Canterbury 44 - Reigate & Banstead 61 - Slough
12 - Eastleigh 28 - Dover 45 - Mole Valley 62 - Brighton & Hove
13 - East Hampshire 29 - Maidstone 46 - Elmbridge 63 - West Berkshire
14 - Winchester 30 - Swale 47 - Spelthorne 64 - Windsor & Maidenhead
15 - Test Valley 31 - Dartford 48 - Epsom & Ewell 65 - Wokingham
16 - Hart 32 - Gravesham 49 - Arun 66 - Isle of Wight

33 - Vale of White Horse 50 - Adur 67 - Portsmouth
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