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Q1 GDP rose 0.3%, less than expected

* GDP rose by 0.3% in the March 2013 quarter, slightly
short of forecasts and following a sharp rise in the
December 2012 quarter.

* Construction and related services were the main
source of growth; other sectors were mixed, and
drought was likely a drag on overall activity.

* Our forecast for June quarter GDP growth remains
at 0.3%. Recent data suggest a pickup in underlying
momentum, but the impact of the drought on
production is likely to fall most heavily in this quarter.

Key results
m Q1 expectations
_o¢ | a1 wec | wic | Renz
GDP q/q 1.5 0.3 0.5 0.5 0.5
GDP ann % chg 3.2 2.4 2.4 2.5 2.4
GDP ann avg % chg 2.7 2.5 2.4 2.4 2.4

After blowing everyone away with a 1.5% surge in activity in the
December 2012 quarter, the New Zealand economy put in a
more modest effort in the March quarter of this year, with both
the production and expenditure measures of GDP rising by 0.3%.
Construction and related services were the standout for the
quarter, reflecting not just the post-quake rebuild in Canterbury
but the demand-driven pickup in the Auckland market.

Relative to our forecasts, the downside surprises were small
and widely dispersed, which doesn’t suggest that we’ll get a
positive ‘payback’ in the June quarter. Combine this with the
fact that the impact of the drought - which was masked to
some degree in Q1 - is likely to have its greatest impact on Q2
production, and our forecast for Q2 growth remains at 0.3%. We
expect growth to accelerate from later in the year, as the impact
of the drought passes and the Canterbury rebuild gathers pace.

Details

The 0.3% rise in March quarter GDP fell short of the 0.5% gain
that we, the market and the RBNZ expected. Full-year growth
of 2.5% was actually slightly higher than expected, due to some
small upward revisions to the rate of growth in the first three
quarters of last year.

Growth in the March quarter was heavily concentrated in
construction-related activity, in contrast to the December
2012 quarter where all but one sector reported growth (and
construction itself was positive but not a standout). On top of
a 5.5% gain in the construction sector, there was a 3.9% rise in
professional services, which Statistics NZ partly attributed to
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demand for architectural and engineering services - notably,
not just in Christchurch but in Auckland as well. Housing
construction is picking up in Auckland in response to the
obvious signs of a shortage of supply, although it remains well
below the levels seen in the last housing cycle.

The short but severe drought early this year had a notable
impact on March quarter activity, though with some opposing
effects. Agricultural output was down 4.7% for the quarter, with
a 6% fall in milk production and a 4% decline for sheep farming.
The fall in milk production also weighed on dairy processing,
although this was more than offset by a rise in meat production
as sheep and cattle were sent to slaughter earlier than usual
- food and beverage manufacturing overall was up by 3%. The
impact of the drought will be much harsher in the June quarter,
where both dairy and meat production will be below normal.

There was a range of modest negatives that also weighed on March
quarter growth. Ex-food manufacturing was surprisingly weak
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(down 0.8%) given the very strong readings for the monthly PMI
survey over that period. We expected a rebound in petrochemical
production to provide a saving grace in Q1, but even that didn’t
quite pan out - instead, the sharp drop in the previous quarter
was revised away. Transport fell 1.1% (lower milk collections
might have been a factor here), communications recorded its
now seemingly standard decline, and electricity generation fell in
response to lower aluminium production at Tiwai.

On the expenditure measure of GDP, the sharp rise in building
activity and a modest 0.4% rise in household consumption
were offset by weaker business investment and a 0.2% drop
in government consumption. One notable bright spot was a 7%
rise in services exports, as overseas visitor spending more than
bounced back from a weak Q4 (which itself was revised up).
Overseas travel by New Zealanders was also up, with services
imports rising by 2.2%.

Market implications

New Zealand’s economic data tends to be choppy, and the
deceleration from December to March almost certainly
overstates the case. Averaging over the last two quarters
suggests an economy in a steady upturn, with modest growth
in most sectors and construction as a standout. This is a story
that we’re comfortable telling, and have been forecasting for
some time.
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That said, it’s fair to say that the economy’s momentum has
cooled a little so far this year. The drought is likely to have
played a part in this, although it's been surprisingly difficult
to find direct evidence of this in the high-frequency data. We
continue to expect a self-sustaining pickup in growth over the
next couple of years, although this may not be apparent in the
GDP figures until later in the year, with the drought likely to be
a substantial drag on Q2 - we expect another quarter of just
0.3% growth.

From the RBNZ’s perspective, softer than expected GDP growth
will temper some of the risk to its inflation outlook stemming
from the NZ dollar’s unexpected decline in recent weeks.
However, the surprise was relatively small and doesn’t alter the
fundamental picture of the economy: accelerating growth and
the Canterbury rebuild will lead to higher inflation in the future,
necessitating higher interest rates at some point. The market
reaction to today’s release was in line with this interpretation,
with the New Zealand dollar initially falling half a cent but soon
recovering this lost ground.

Michael Gordon
Senior Economist
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