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Data summary

Latest
Quarterly % 1.6%
change
Annual % change 2.4%
Annual average -2.3%

% change

Prev
-1.0%

-0.8%
-2.9%

More good, less bad, but structurally ugly

Bottom line

e We are bringing forward our first forecast OCR hike to February
2022.

e The NZ economy expanded 1.6% qg/q in the 2021 March quarter, much
stronger than our expectation (0.5% g/q) and much, much stronger
than the RBNZ’s May MPS forecast (-0.6% q/q).

e In year-on-year terms the economy was 2.4% larger in Q1. Base effects
(ie the level 4 lockdown in Q2 2020) mean that figure is going to look
very strong next quarter.

e Compared to the good old days before COVID-19 (ie Q4 2019), the
economy is 1.0% larger. Not a bad recovery by any means, but still
around 2% below a no-pandemic counterfactual.

e Overall, the Q1 data confirm NZ’'s economic recovery has been
spectacular relative to early-pandemic expectations. And while there are
still pockets of weakness, they are getting hard to identify at the
aggregate level.

e While the data remain noisy under the hood, the core drivers of
domestic demand, alongside lingering supply disruptions and biting
capacity constraints, mean inflation pressures are lifting strongly.

e That's consistent with OCR hikes being needed, and a year from now
feels too far away. However, a February hike is highly conditional, in
light of the Reserve Bank'’s “least regrets” approach. In particular, the
evolution of inflation, inflation expectations and the labour market are
key.

Summary

The Q1 GDP data more than confirm what we suspected: the domestic
economy is strong and undoubtedly better than anyone hoped it would be
this time last year. However, there is still volatility under the hood. It's very
clear that parts of the economy are trying to grow faster than capacity will
permit, while other parts continue to struggle with closed border impacts.
Robust business sentiment and housing-induced demand is facing off with
MIA international tourists — and winning by some margin.

Looking forward, buoyant business sentiment, strong labour demand, high
export commodity prices, and a little extra fiscal stimulus suggest the
domestic demand pulse will withstand a gradual slowing in the housing
market (with momentum holding up so far). But with capacity pressures
biting in many pockets of the economy, the outlook for further expansion is
just as much a function of lifting supply constraints as it is demand. With
migration severely restricted and global disruptions of imported goods very
persistent, we're likely to see more inflation for a given level of activity over
the year ahead, compared with in ‘normal’ times.
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For the RBNZ, today’s data are likely to result in a material upgrade to their
near-term expectations for underlying economic momentum. But the
medium term remains a bit murky. The strong GDP read goes a long way
towards explaining the robust labour market to date, certainly. We think
there is a case for the RBNZ to upgrade its near-term inflation forecasts (the
May MPS forecast showed a peak of 2.6% y/y in Q2 2021 vs our forecast
peak of 3.0% by Q3 2021). To really get the hawks going, we’'ll also need to
see ongoing positive surprises in key labour market statistics and inflation
expectations. That's certainly the way things are trending at the moment,
and so we’ve brought forward our forecast for the first OCR hike to February
next year, while noting that this is highly conditional on:

e A soft landing for the housing market.

e Inflation and expectations continuing to lift towards the upper end of the
CPI target band.

e Wage growth lifting and the unemployment rate continuing to gently
decline.

e Pricing intentions holding up for a considerable period.

If any of these factors turn out differently, then the RBNZ is likely to defer
hikes until later in the year.

The good...

The 1.6% q/q increase in production GDP shows the recovery in domestic
demand has been nothing short of spectacular. As expected, quarterly
growth was driven by goods-producing industries (up 2.4%) as construction
bounced back from Q4's very weak print (up 6.6% q/q) and manufacturing
was solid (up 1% q/q). Services industries were up 1.1% q/q, reflecting
solid growth in wholesale trade, professional services, health, retail, and
transport. Primary production (which has been relatively unaffected by the
pandemic and lockdowns) was up 0.3%. All three industry segments were
stronger than our expectation. Historical revisions were smaller than we
anticipated.

The acceleration in annual growth was also much stronger than we expected
(y/y growth up 3.2%pts from Q4 to 2.4%). Strong quarterly growth and
base effects are behind this, the latter reflecting the fact the NZ economy
had entered recession this time last year. The annual percent change is
going to look very strong next quarter given it’ll be off an extremely weak
base (Q2 2020). Annual average growth will similarly lift markedly next
quarter as the very sharp Q2 2020 contraction shifts from the numerator
into the denominator.

Compared to Q4 2019 (the days before COVID-19), there is still
considerable variability in the recovery by industry. But overall, while some
industries are still hurting from the impact of fewer international visitors,
there is clear evidence of a solid recovery across many sectors. Retail trade,
healthcare, and wholesale trade had recovered most in Q1, up 9.0%, 7.0%
and 6.0% respectively compared to Q4 2019 (figure 1). Transport and
mining are the underperformers, but have a relatively small weight in total
GDP.
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Figure 1. GDP by industry 2021 Q1 vs Q4 2019 (% change)
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Overall, there was a lot more good news in the Q1 data than expected.
Good news in terms of the recent pace of economic momentum, good news
in a lot of the specific industry-level data, and, has been the case for a while
now, good news in the relative story (ie relative to earlier expectations and
relative to our global peers, figure 2).

Figure 2. NZ GDP vs key trading partners
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...the bad...

It's getting a lot harder to see in the aggregate data, but there are still
pockets of the economy that are really hurting because of the closed border.
While expenditure GDP data rose 1.4% q/q, exports of services fell 20.2%
g/q and are down almost 50% versus a year ago. Tourism was NZ's largest
export earner before this crisis (with a lot of this income earned in the
summer months), and education exports were no slouch either. While the
hole in GDP has been largely filled by debt-fuelled domestic activity (both
household and government debt), debt is hardly a sustainable substitute for
this lost income.

As a share of the economy, services exports have fallen from just under 9%
pre-crisis to 3.4% in Q1 2021 (figure 3).



Figure 4. Production-based GDP
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Figure 3. Expenditure GDP components share of total
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All that said, while quarterly growth in headline expenditure GDP was a little
weaker than its production equivalent, it was a lot stronger than we
expected. Overall, the expenditure data provides very clear evidence that
domestic demand is very robust. Strong household consumption (up 5.5%
q/q), government consumption (up 1.6%), investment (up 6.4%), and
goods imports (up 8.5%) suggest the domestic economy is currently
humming.

...and the ugly.

Importantly, the relative good news story is not the same as saying the
aggregate economy is in a stronger position in an absolute sense. That story
is a little uglier.

New Zealand has suffered a big negative income shock. While the size of the
economy may have bounced back spectacularly, the quality of growth has
deteriorated markedly. Both fiscal and monetary policy work by increasing
debt - bringing forward consumption from the future. Government debt has
gone from below 20% of GDP and is expected to lift to 48%. The housing
boom has seen household debt lift from 158% to 166%% of incomes - a
record high. And counting.

A hangover awaits, somewhere down the track. But for now, with inflation
pressures building, unless the picture changes, the RBNZ will need to flip
from one potential regret to the other, rather sooner than they are currently
forecasting.

Figure 5. Real GDP level (sa)
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