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Official production data likely overstate manufacturing soft patch

B Eurostat data suggest manufacturing has entered its
steepest downturn since early-2013

® PMI and EC surveys still in robust expansion territory

B Historical comparisons suggest official data always
recover from contraction unless PMI has also fallen
into decline

Survey and official data have diverged in terms of the
health of the euro area manufacturing sector. An
analysis of historical comparisons indicates that the
official numbers are likely overstating the extent of
recent weakness, and production continues to expand,
though all sources suggest the growth trend has
cooled.

We analyse previous occasions over the past 20 years
when the official three-month manufacturing growth
rate fell into decline to see whether these were false
signals of a downturn trend, and whether the PMI
survey could have helped identify such false signals.
False signals are defined as a downturn which proved
transitory (usually being swiftly reversed as the data
rebounded) and failed to translate into a year on year
decline in production.

We find that the PMI successfully identified all false
signals, and correctly verified all signals of a more
entrenched downturn.

Downturn or expansion?

Recent official data from Eurostat indicated a slump in
Eurozone manufacturing output, with output dropping
1.6% in the three months to April 2018. This is the
steepest three-month rate of decline recorded since
early-2013, a time of particular strain in the region’s
debt crisis.

In contrast, the IHS Markit Eurozone PMI output index
has remained in solid expansion territory in recent
months. At 54.8 in May, the survey index continued to
run well above the 50.0 no-change level, signalling a
solid monthly rise in production, having previously sat
at 56.2 in April.

Continued...

Eurozone manufacturing output

Survey data, deviations from long-run trend
3

Eurostat, 3m/3m % change

2

e Eyrozone PM| Output Index =30

-40
Eurozone manufacturing output

-4

-50
EC survey, euro area production trend

-5 T T T T T T T T T — 6.0

1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

Sources: [HS Markit; Eurostat (via Datastream)

PMI index v annual growth rate

IHS Markit Eurozone PMI Qutput Index Eurostat, annual % change

70
9
85
60 - &
55 - 3
50 0
45 -3
40 -6
Official manufacturing output (Eurostat)
35 9
e || anufacturing PMI Output Index
30 -12
25 T T T T T T T T T — -15
'98 '00 ‘02 04 ‘08 ‘08 10 12 14 "6 18
Sources: IHS Markit, Eurostat.
Production and order book trends
IHS Markit Eurozone Manufacturing PMI
20
65 10

“ -30
35 -4.0
e Ut put

New orders index minus output index, right-hand axis -50

25 New orders index minus output index (weighted 6-month average), nght-hand axis
r T T T T T T T T T

T -6.0
Jan 05 Jan 07

Jan 09 Jan 11 Jan 13 Jan 15 Jan 17

Sources: IHS Markit.

Confidential | Copyright © 2017 IHS Markit Ltd

Page 1 of 2



A simple OLS regression analysis indicates that these
April and May PMI readings are historically consistent
with output growing at a quarterly rate of 1.1% and
0.8% respectively. While down markedly from a lofty
2.8% growth rate signalled in December of last year,
the expansions indicated by the recent PMI numbers
are clearly strikingly different from the decline
registered in the official data.

Looking at data histories, the survey data indicate that
the current weakness in the official data will prove
temporary. Over the past 20 years, a decline in the
three-month rate of change in the official data has only
led to the annual growth rate falling into the red only
when the PMI has fallen below 50.

Besides the current downturn, there have been 15
occasions since 1998 when the three-month-on-three
month rate of change in the Eurostat manufacturing
output data has turned negative. However, on nine of
these 15 occasions, the downturn was only brief and
either followed by a rebound in the official data or
reflected pay-back from very strong growth in prior
months. Importantly, on all of these nine occasions, the
PMI’s output index had remained above 50.

On the remaining six occasions, the downturn in the
three-month growth rate was accompanied (or soon
followed) by the annual rate of growth also falling into
decline, signalling a more worrying downturn. Notably,
on all of these six occasions, the PMI had also fallen
below 50.

Decline only temporary if PMI above 50

The message from the historical comparisons is
therefore that a downturn in the official three-month
growth rate will prove transitory unless the PMI has
also fallen below 50.

In the current circumstances, the PMI index remains
well above 50 to suggest the official data will soon
return to positive territory.

The current divergence may be explained by special
factors: February and March both saw extreme
weather hit some parts of the region, and strikes were
also reported to have disrupted business in some
countries. The timing of Easter is also likely to have
caused changes to normal seasonal patterns. More
recently, a higher than usual number of public holidays
(in some cases bridged over to the weekend) may
have led to a greater than usual dampening of
business activity in May. It's possible that some survey
respondents have made allowances for such special

factors, instead reporting on the underlying trend in
business. As such, the survey data would send a more
positive signal than official data.

Such a signal of steady growth so far in the second
quarter is also being sent by the EC survey (see chart).
However, both the PMI and EC surveys have lost
ground in recent months from peaks at the turn of the
year, indicating that growth has slowed.

Output growing faster than orders

However, while investors should therefore be
reassured that the official data likely overstated the
weakness of manufacturing so far this year, and may
rebound in coming months, this rebound could in turn
prove a false signal of health. Whereas new order
growth was broadly in line with that of output
throughout much of last year according to the PMI,
output has now been growing at a faster rate than new
orders in each of the past six months, auguring for
further weak production in coming months unless
demand revives.

Identifying false signals of manufacturing downturns

Did the Eurostat
Eurostat 3- annual growth rate  Did 3-month
month growth also turn negative grow h rate Did PMI
rate falling into (suggesting steep quickly So was this a remain
decline decline)? recover? ‘false signal?  above 50?

Sep 1998 Yes No No No
Mar 2001 Yes No No No
Dec 2002 No No Yes Yes
Feb 2003 No No Yes Yes
Apr 2003 Yes No No No
Sep 2004 No Yes Yes Yes
Feb 2005 No Yes Yes Yes
May 2008 Yes No No No
Jul 2011 Yes No No No
Oct 2012 Yes No No No
Sep 2013 No Yes Yes Yes
Jul 2014 No Yes Yes Yes
Sep 2015 No Yes Yes Yes
Apr 2016 No Yes Yes Yes
Feb 2017 No Yes Yes Yes
Mar 2018 ? ? ? Yes
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Click here for more PMI and economic commentary.
For further information, please visit www.ihsmarkit.com
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