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By MoRtEN tUlliN, ANAlyst, kAiRos  

coMModitiEs A/s

GDP and PMI
PMi is a strong tool for facilitating plan-
ning and forecasts more accurately. one 
of the main arguments for using PMi as a 

Why PMI matters to 
purchasing managers  
– an introduction to PMi

The Purchasing Managers Index is a monthly released indicator of the state of the 
manufacturing sector. The index is followed extensively by investors and governments as it is 
said to influence markets within fixed income, foreign exchange, and derivatives because it is 
a leading indicator. Unfortunately, the respondents of the index at times seem to neglect the 
importance of PMI in their own work. This article attempts to shed light on the significance of 
the PMI for the purchasing manager.

forecasting and planning tool is illus-
trated in figure 1. it shows that Eurozone 
GdP and Eurozone PMi are strongly cor-
related. this relationship is also present 
for the global GdP and the PMi. Most 
firms are exposed to changes in GdP, and 
since GdP data is published quarterly 
with a delay, firms need an indicator of 
GdP at all given times. instead of waiting 
for GdP data to be published, firms may 
use the PMi as an indicator of the direc-
tion of GdP at any given point.

Industrial commodity prices and 
PMI
it is not surprising that most industrial 
commodities are highly correlated with 
the overall state of the economy and the 
manufacturing sector. Figure 2 shows 
that the steel price and Eurozone PMi fol-
low each other, however, the steel price 
reacts to the overall state of the manufac-
turing sector a few months later. the only 
exception where the price did not reflect 
the fundamentals is in 2008. Even 
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though some purchasing managers are 
not directly affected by the price of raw 
materials, they ought to be aware of this 
relationship as the price of raw materials 
ultimately is reflected in the price of fin-
ished and semi-finished goods. 

Composition of PMI
Many stakeholders often think that PMi 
is based on future expectations – it is not. 
the index is a snapshot of the manufac-
turing sector based on a questionnaire 
sent to the respondents in the sector. 
Every respondent is asked to indicate 
whether there has been an increase, de-
crease or no change within the following 
categories: new orders, production, em-
ployment, supplier deliveries and inven-

After the introduction to the struc-
ture of the PMi, we can examine each 
sub-index and explain what purchasing 
managers can deduct from them.

New orders 
New orders account for the highest 
weight in the PMi, and therefore it is the 
most important sub-index of the PMi. if 
the index is substantially above 50, 
thereby indicating more orders than the 
previous month,it indicates that demand 
will increase in the very near future. 
therefore, a purchasing manager should 
look at the inventory levels and decide 
whether it can handle a sudden unex-
pected increase in demand. the index 
can also be interpreted as an early warn-
ing on future price increases as demand 
and prices are correlated. conversely, if 
the index is substantially below 50, it 
may be a good time to negotiate dis-
counts with suppliers as their order book 
may be shrinking. 

Production
Production is the second most important 
sub-index for the PMi according to the 
weighting. A sub-index above 50 indicates 
that production is higher in the current 
month compared to the previous. Manu-
facturers may start to use their inventories, 
and as a consequence they will need to re-
stock in the near future. therefore, pur-
chasing managers should make sure that 
they have the capacity and inventories to 
handle a sudden increase in demand.

Employment
For purchasing managers employment is 
not a relevant sub-index in terms of fore-
casting and planning, and therefore we 
will not go further into depth. However, 
it should be mentioned that employment 
over a longer period of time can be seen 
as an early indicator of the future capac-
ity of firms. it may also show how firms 
perceive the future as firms are more 
likely to hire when they expect growth in 
the near future. 

tories. Hence, each category is a sub-in-
dex and will show the state of the cate-
gory within the manufacturing sector. A 
sub-index above 50 indicates that the 
category is expanding compared to the 
previous month, while an index below 
50 indicates the contrary. the neutral 
level of 50 indicates no change. the sub-
indices are given weights as can be seen 
in table 1. the PMi is the weighted aver-
age of all five categories; hence, the inter-
pretation as stated above is valid as well. 
the monthly PMi report may include 
several other sub-indices that do not af-
fect the PMi. the price index is one of 
the most common sub-indices and meas-
ure whether input prices have risen or 
fallen.

 EurOzOnE GDp anD pMI

Figure 1. Source: Markit, Eurostat.
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EurOzOnE pMI anD STEEl prICES

Figure 2. Source: Markit, SteelBB.
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Sub InDEx wEIGhTS

Table 1. Source: Markit.

Sub-Index Weight

New orders 30%

Production 25%

Employment 20%

Supplier deliveries 15%

Inventories 10%
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EurOzOnE InpuT prICES anD rEuTErS COMMODITy InDEx

Figure 5. Source: Markit, Reuters.
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Supplier deliveries
this sub-index shows whether the lead 
times of the suppliers have increased or 
decreased. on one hand, if the sub-index 
is below 50, purchasing managers should 
be aware that there might be problems 

further down the supply chain and that 
delivery times may have risen. therefore, 
the purchasing manager should start 
building inventories when longer deliv-
ery times start to appear. More impor-
tantly, longer delivery times result in in-

creased prices which can be seen in figure 
3. the right hand side is inverted to show 
the relationship between input prices and 
delivery times. it is evident that input 
prices and delivery times are highly corre-
lated. one solution for the purchasing 
manager is to enter fixed price contracts 
in order to avoid price increases. on the 
other hand, if the index is above 50, the 
suppliers have become less busy resulting 
in shorter delivery times. Hence, suppli-
ers may be more willing to negotiate con-
tracts. At this point, it would be a good 
idea to float prices to benefit from the de-
crease in input prices. 

Inventories
Even though the sub-index accounts for 
the smallest weight in PMi, the inventory 
levels are very important to purchasing 
managers as they give an indication of 
the future demand for products. inven-
tory levels substantially below 50 indicate 
that the clients are experiencing unex-
pected demand and therefore must use 
their inventory. Purchasing managers 
should therefore expect that whenever 
the unexpected demand has settled, firms 
will want to stock up and thereby in-
crease their orders in the near future. 

Input prices
Even though it does not influence PMi, 
most PMi reports include a section re-
garding input prices. the questionnaire 
includes input prices because it is quin-
tessential for every manufacturing firm. 
the sub-index gives an indication of price 
inflation within the manufacturing sec-
tor, and purchasing managers may use it 
as a benchmark to reaffirm potential own 
findings. By plotting the sub-index and 
Reuters' commodity index in the same 
graph, it becomes obvious that the sub-
index gives a good indication of the over-
all raw materials price. therefore, if the 
sector experiences falling input prices, 
purchasing managers may attain bargain-
ing power with suppliers as they have 
clear evidence that most other manufac-
turers have falling input prices. it may 
also give the purchasers an incentive to 
shop around for more price-concerned 
suppliers. 

Combining sub-indices
As stated above, each sub-index has its 
own interpretation. However, one can 
also look at more than one indicator at 
the time and thereby draw overall conclu-
sions. A simple example is: Production re-
mains constant while new orders rises 

EurOzOnE InvEnTOrIES anD rEuTErS COMMODITy InDEx

Figure 4. Source: Markit, Reuters.
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Figure 3. Source: Markit.
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ExaMplE Of COMbInED InDICES

Figure 6. Source: Markit, Reuters.
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and inventories decrease. this indicates 
that production ought to increase in the 
next months to keep up with the new or-
ders. As inventories have not increased, 
we would expect delivery times to in-
crease which might cause prices to in-

crease suddenly. Figure 6 shows how sup-
plier deliveries are correlated with input 
prices. 

The strengths of PMI
the strengths of PMi are plenty and 
should be apparent from the above. An 
additional strength is the monthly re-
lease of the PMi. Most national statistics 
only contain quarterly data, and the most 
current data is released several months af-
ter it has been collected. GdP is a prime 
example of quarterly data which is re-
leased with a delay. PMis are highly corre-
lated with GdP as illustrated in the intro-
duction. thus, purchasing managers and 
investors can get a valid indication of the 

current growth in GdP by looking at the 
PMi level. this can be extremely helpful 
for industries that are highly sensitive to 
changes in GdP such as the automotive, 
transportation, machinery and construc-
tion industries. 

However, one should also be aware of 
the potential limitations. the most im-
portant limitation is that the index disre-
gards the strength of the individual an-
swers. For example, if a firm experiences a 
1% increase in production, it will affect 
the index to the same extent as if it had 
had a 10% increase since both scenarios 
will cause them to answer that they had 
an increase in production. intuitively, it 
accounts for decreases as well. therefore, 
very high indices do not necessarily im-
ply that there is a large increase in the ab-
solute number; it only shows that most of 
the respondents experienced increases.

this article aimed to shed light on the 
importance of PMi in the daily work of 
purchasing managers. the PMi gives a 
snapshot of the current state of the man-
ufacturing sector while the sub-indices 
explain the context. it was argued that 
the sub-indices can be used to forecast 
and prepare for unexpected changes in 
demand up to six months ahead of time. 
the sub-indices may also give the pur-
chasing manager a tool for renegotiating 
contracts. therefore, purchasing manag-
ers can gain a valuable insight into the fu-
ture and thereby gain a competitive ad-
vantage by analysing the monthly re-
ports. /
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Thus, purchasing 
managers and 
investors can get a 
valid indication of 
the current growth 
in GDP by looking 
at the PMI level.




