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Increase in capacity utilisation drives up producer prices
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Germany’s manufacturing industry was heavily burdened by the recession. The capacity utilisation rate
declined by 17 pp within two years, the largest drop since this data has been collected. However, it
recovered just as rapidly: within one year the capacity utilisation rate rose by 11 pp, an extraordinary
development as well. As a result, producer prices will also rise considerably, at least temporarily.

The German economy has recovered considerably following
the sharp decline in the past year. Both foreign and domestic
orders in the manufacturing industry have grown by more than
20% within one year – albeit from a very low level. Production
has been boosted and companies’ capacity utilisation
increased.

As recently as the second quarter of 2009, the capacity
utilisation of German industry was down to merely 71%. This
was the lowest level the Ifo Institute has ever recorded since it
started collecting this data over 40 years ago. However, ever
since this low the situation has been getting brighter: within four
quarters industrial firms were able to increase their capacity
utilisation by 11 pp. At 82%, the figure has now almost reached
its long-term average. The chemicals and electrical engineering
industries have even recorded a rate of 2 to 3 pp over the long-
term average level.

This shows that the slump as well as the recovery in the
manufacturing industry were very pronounced – much more
pronounced than in earlier downswings. In the course of the dotcom crisis, for example, the capacity utilisation
rate shrank by “only” 5 pp within three years, and it took three more years to compensate this decline. After the
comparatively major recession in 1992/1993 it took two years for the rate to increase by 7 pp. Compared with this,
the development of the past twelve months is unprecedented.

The huge increase in capacity utilisation is also likely to have an impact on the development of producer prices in
the manufacturing industry. There is a close statistical correlation between the development of capacity utilisation
and the producer price inflation. Growing demand results in better utilisation of capacity and prices adapt to a new
equilibrium. The change in capacity utilisation, and not the absolute level, is decisive for the price boost.
Empirically, producer price inflation follows the change in capacity utilisation in the manufacturing industry with a
time lag of two quarters. This means that prices continue to decrease slightly when capacity is already increasing
again. In addition, they keep rising slightly after the zenith of an upswing is reached. Technically, the change in
the inflation rate is tightly linked with the change in capacity utilisation.
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At the level of individual industries, however, the correlation
between capacity development and producer prices varies
substantially. On the one hand the correlation can be isolated
quite easily for chemicals, metals and metal-working, and
mechanical engineering, with slight differences in the time lag.
On the other hand it is not so easy for the automobile industry
and electrical engineering. For electrical engineering it is likely
due to the very heterogeneous structure of the sector. Power
engineering, semiconductors and domestic appliances do not
follow a uniform cycle, neither in demand volume nor in price
development. For the automobile industry, however, pricing at
the end-user level is probably more important than producer
prices at the intermediate stage.

This statistically confirmed correlation suggests that producer
prices in the manufacturing industry can be expected to
increase further at least in the next quarter. Producer prices are
likely to rise temporarily by up to 3% yoy in the next one or two
quarters. On the industry level we expect the strongest
(transitory) price increase in mechanical engineering as well as
in metals and metal-working. Since the growth of the capacity
utilisation rate is already slowing down, the acceleration effect for prices is decreasing as well.

It has to be taken into account that demand deferred during the recession also has its share in the strong increase
in capacity utilisation. By definition this catch-up effect is limited. In addition, many public funding programmes are
coming to an end in the upcoming quarters and in important customer markets economic growth is losing
momentum. According to our estimates, these cushioning effects will not endanger the overall upward trend of the
manufacturing industry. However, in the next few quarters growth of manufacturing output is expected to be
noticeably lower. In addition, this path may be linked with occasional setbacks. Therefore, the manufacturing
industry is not expected to see a lasting elevated increase in producer prices. In 2011, producer price inflation will
probably decelerate significantly to below 2%.
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