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Paths of glory.

 – GDP dipped by 0.2% in the March quarter, 
close to our forecast of a flat result.

 – Covid continued to disrupt activity, with the 
Omicron wave keeping many people at home.

 – Notwithstanding the modest fall in GDP, 
the economy is still running above its non-
inflationary potential. 

 – For the Reserve Bank, the task that lies ahead 
is to realign demand and supply in a way that 
avoids unnecessary volatility. 

 – In that light, the RBNZ won’t be too 
concerned if it finds itself on a quicker 
adjustment path than it expected. 

 – Though that would imply that interest 
rates won’t need to go as high as the 
RBNZ’s projections.

 – Our forecast remains for the OCR to peak at 
3.5% at the end of this year. 

Key results Mar 22 Dec 21 Westpac f/c Market f/c

GDP qtr % -0.2% 3.0% 0.0% 0.6%

GDP ann % 1.2% 3.1% 1.8% 2.4%

GDP ann avg % 5.1% 5.7% 5.2% 5.3%

The 0.2% drop in GDP for the March quarter was close to our 
expectation of a flat result. As we highlighted in our preview, 
Covid has continued to disrupt the economy in varying ways. 
While the previous two quarters were affected by Government-
imposed restrictions as a result of the Delta outbreak, in the 
March quarter the restrictions were largely self-determined 
ones. People stayed away from retail spaces out of caution, and 
the surge in infections meant that worker absenteeism proved 
to be a major headache for many businesses. 

We also noted in our preview that: “A flat forecast does mean 
there’s a good chance that GDP could go backwards for the 
quarter. But that wouldn’t tell us anything about the prospects 
of a recession this year.” So while we can’t quite claim credit for 
predicting this result, the second point still stands. Even with a 
slight pullback in the last quarter, there is every indication that 
the level of economic activity is running too hot, not too cold. 

The disruptive effects of Covid also mean that the GDP figures 
are more volatile than normal, with a higher chance of a one-
quarter drop at any point in time. Indeed, this isn’t the first one 
that we’ve seen in recent times. After the initial Covid lockdown 
ended in 2020, GDP surged by 13.7% in the September quarter, 
followed by a 0.4% drop in the December quarter. That fall 
was a combination of catch-up activity petering out, and a 
disruption in the usual patterns of spending during what would 
have been the peak of the international tourist season. Both of 
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those factors appear to have played a role in the latest quarter 
as well. 

The result was softer than the 0.7% rise that the Reserve Bank 
forecast in its May Monetary Policy Statement, although that 
was prepared without the benefit of recent data that shed 
more light on the extent of the Covid impact. Still, a surprise is 
a surprise. So where does that leave the outlook for monetary 
policy after today’s figures – especially in light of the market’s 
enthusiasm for pricing in ever-larger OCR increases, egged on 
by overseas developments?

Paths of adjustment.
We suspect that the Reserve Bank will actually be quite 
comfortable with a slightly softer GDP result. Its task has been 
to realign demand and supply in the economy in order to bring 
inflation pressures to heel. If that realignment happens sooner 
– as long as it happens in a controlled way – then so much 
the better. 

It would mean that the RBNZ wouldn’t have to raise the Official 
Cash Rate as high as the 4% peak that it was projecting in 
May, but that’s fine too. The RBNZ wants to be vindicated on its 
inflation forecasts, not its interest rate forecasts. And market 
forecasters should be fine with that too, since none of them 
were predicting the OCR to go that high anyway. Our forecast 
remains for a peak of 3.5% by the end of this year. 

The RBNZ had previously estimated that the economy was 
running about 2% above its non-inflationary potential – that 
is, demand exceeded our ability to meet it, at least without 
leading to rising prices. That left the RBNZ with the challenge 
of realigning demand and supply in a way that would bring 
inflation under control without imposing unnecessary pain on 
businesses and consumers. 

The RBNZ’s expected path of adjustment – the ‘soft landing’ 
shown in the chart below – assumed very low but still positive 
growth in activity over the next few years, while the economy’s 
capacity caught up. That certainly ticks the box of avoiding 
unnecessary pain, but it comes with the risk that it might 
not be enough to anchor inflation at the 2% target midpoint. 
After all, this path would see the economy running above its 
non-inflationary potential for almost four years before closing 
the gap. 

Potential paths of adjustment
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Another – hypothetical – path of adjustment would be a swifter 
closing of the gap, over a few quarters rather than a few years. 
That might involve two consecutive quarters of falling GDP, but 
that wouldn’t really be in the spirit of what we call a ‘recession’. 
A true recession would see a sharper drop in activity to below 
its potential, with a meaningful rise in unemployment and a 
rapid drop-off in domestic wage and price pressures. 

Today’s GDP result puts us a bit closer to that ‘quick 
adjustment’ middle path. We should be careful of reading this 
too literally – the details of the GDP figures suggest that the 
economy’s potential may have also been more restrained over 
the quarter than the RBNZ assumed. Nevertheless, the RBNZ 
wouldn’t be displeased to find that it’s closer to achieving its 
goal than it expected. 

We don’t expect a second drop in GDP in the June quarter – in 
fact we’ve pencilled in a 1% rise. Fewer Omicron disruptions, 
and the gradual reopening of the border, will provide a more 
supportive environment for growth. More broadly, we’re 
expecting modest growth in the economy over the rest of 
this year, though with a fairly subdued outlook for consumer 
spending as it bears the brunt of rising interest rates and falling 
house prices. 

Details.
The Omicron wave kept a lot of people at home at times during 
the March quarter, either out of caution or because they were 
self-isolating. Accordingly, some of the weakest contributors 
to GDP were retail trade (-2.4%) and transport (-2.8%). 
Hospitality saw a more modest 0.6% decline, but that was 
relative to an already very weak December quarter. The biggest 
percentage falls were in fishing and mining, but these are two 
small and volatile sectors that tell us little about the overall 
state of the economy. 

One aspect of GDP that we haven’t remarked on much before is 
that the agricultural sector has been doing it tough on volumes 
lately (though prices have been strong). On-farm production 
was actually a little higher this quarter – the big drop happened 
in the previous two quarters – but the downstream effects were 
apparent. Food manufacturing was down 1.4% for the quarter, 
with particular weakness in fruit processing and beverages. 
And on the expenditure measure of GDP, goods exports were 
down a whopping 6%. That also weighed on output for the 
transport sector, due to lower port volumes. 

On the more positive side, consumer spending was still perky 
over the quarter – not so much on the retail side, but with a 
surge in spending on services. Residential and non-residential 
construction continued to lift, although infrastructure dropped 
back after a surge of catch-up work in the December quarter. 
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