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Price rises set to test strength of underlying demand in Spain

= PMI data suggest sharper rise in GDP in Q1

B Qutput prices increase at fastest pace since global
financial crisis

®  Stronger inflation key test of demand sustainability,
with signs of wavering in manufacturing

PMI data from IHS Markit signalled that prices charged
by Spanish companies rose in March at the sharpest
pace since the global financial crisis. The upturn in
prices will provide an important test as to the strength
and sustainability of demand.

There are already signs that manufacturing growth is
slowing in the face of stronger inflationary pressures.
That said, the PMI pointed to another quarter of solid
growth at the start of 2017, with GDP likely to rise
more quickly than at the end of 2016. The survey data
are broadly consistent with GDP rising by 0.8-0.9%.

GDP growth set to pick up

The survey data for March signalled a positive
completion to the first quarter of the year. The
Composite PMI (covering the manufacturing and
service sectors) pointed to a sharp monthly rise in
business activity, an increase that was only marginally
weaker than the 18-month high seen in February.

The average PMI reading over the first quarter of the
year (56.2) was above that from the final three months
of 2016 (55.0). Given the excellent relationship
between the PMI data and quarterly changes in GDP,
the rate of economic growth signalled by official data is
likely to have quickened from the 0.7% rises seen in
the third and fourth quarters of 2016.
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The near-term outlook also looks bright, with
companies’ confidence regarding the prospects for
output growth over the coming year the highest since
the end of 2015. IHS Markit is currently forecasting
GDP growth of 2.4% for 2017, but the strong start to
the year suggests that there may be some upside risk
to this forecast.

Price rises set to test demand sustainability

One potential headwind to the generally positive
picture is the build-up of inflationary pressures, with
higher prices having the potential to subdue demand.
Growth in the Spanish economy in recent years has
been helped by relatively mild price pressures as
companies have been able to attract clients with
competitive pricing. With this starting to change, firms
will be hoping that demand is sufficiently robust for the
recovery to be sustained.

March saw the strongest rise in output prices among
Spanish firms since August 2007, with companies
primarily linking increased selling prices to the passing-
on of higher input costs to clients.
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Reasons for increasing output prices
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Anecdotal evidence suggesting that firms have reacted
to higher cost burdens is backed up by our PMI Margin
Indicator, which is derived from the input costs and
output prices indices. The indicator showed that
pressure on margins had been intensifying for six
successive months up to February, when it hit a near
four-year high. Many companies have subsequently
sought to reduce pressure on margins by increasing
prices charged.

PMI Margin Indicator

PMI Margin Indicator
findex of selling price inflation minus index of input cost inflation)
Al

=200 o« T T T T T T T
lan-03 lan-05 lan-07 lan-08 lan-11 lan-13 lan-15 lan-17
Source: IHS Markit

Growth slows in manufacturing sector

The spike in output price inflation in March was largely
a reflection of trends in the service sector.
Manufacturing factory gate prices rose sharply
throughout the first quarter of the year, and at the
strongest pace in nearly six years in January. One
worry for the wider economy is that growth of both
output and new orders in the manufacturing sector has
slowed in three successive months, suggesting that
clients are proving sensitive to price changes. If this
trend is matched in the service sector, the outlook may
start to look less rosy.
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The recent pick-up in inflationary pressures signalled
by the PMI data is backed up by official statistics.
Producer prices in the manufacturing sector were up
6.5% year-on-year in February (the strongest since
July 2011), while consumer price inflation has been
running at around four-year highs in recent months.

PMI data for April will show whether inflationary
pressures continue to build at the start of the second
guarter, and what impact this has had on growth in the
Spanish economy. Manufacturing PMI data will be
released on May 2" with Services following two days
later.
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Click here for more PMI and economic commentary.
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