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Firing on (almost) all cylinders
Q3 GDP rose 1.4%, boosted by post-drought recovery

* GDP rose by 1.4% in the September 2013 quarter,
in line with our view and stronger than market
expectations.

 Agricultural production more than fully rebounded
from the effects of the drought over the first half of
this year.

o Ex-agricultural production has also seen solid
growth in the last few quarters, although the pace
of growth over 2012 was revised lower.

e The New Zealand economy has entered a robust
and sustainable upturn, even more so than the
Reserve Bank assumed. Higher interest rates will
be appropriate next year; we expect the first OCR
increase in March, with four further hikes over 2014.

Key results

T swm | Gvepecsion |
GDP q/q 0.3 1.4 1.4 1.1 1.1

GDP ann % chg 2.3 85 3.8 3.3 3.3
GDP ann avg % chg 2.2 2.6 3.4 - -

The New Zealand economy roared ahead in the September
2013 quarter, with a remarkably swift post-drought rebound
in agricultural conditions coming on top of an ongoing and
broad-based lift in momentum. While forecasters were already
braced for a strong quarter, the outturn beat all market
expectations except for our spot-on forecast of 1.4% growth.

The much-awaited revisions to the recent track record of
GDP were surprisingly mixed - although as we noted in our
preview, these kinds of changes shouldn’t greatly affect
our understanding of where the economy sits relative to its
potential. The economy has been growing steadily over the
last few years but has yet to crack the 3% growth mark on a
full-year basis.

The economy’s momentum over 2013 has been stronger than
was assumed in last week’s Monetary Policy Statement, and
will leave the Reserve Bank more confident about raising the
OCR from next year. While markets are probably justified in
placing reasonable odds on a January hike, our view is that
tactical considerations favour a March start date. We have,
however, lifted our forecast to 125 basis points of hikes over
2014 (previously 100bps), with three consecutive 25bp hikes
between March and June.

Details

Production GDP rose by 1.4% in the September quarter, the
largest quarterly increase since a 1.5% rise in December 2009
when the economy was starting to exit a deep recession.
Growth in the first two quarters of the year was also revised
higher by 0.1ppt each, to 0.5% and 0.3%.

Agriculture was by far the greatest contributor to growth in
the September quarter, having been a sizeable drag over the
first half of the year. Agricultural production rose by 17%,
more than unwinding the hit to production from a short but
severe drought early this year. Combined with the lift in dairy
and meat processing, the post-drought recovery contributed
around 0.6ppts to GDP growth for the quarter.
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Percentage point contribution to Q3 GDP growth

Agriculture
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Non-food manufacturing
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That still leaves a solid 0.8ppt contribution from the rest

of the economy - indeed, stripping out the drought impact
suggests that ex-agri growth has been running consistently
around this pace so far this year. In a symptom of the self-
sustaining nature of this upswing, growth was spread across
a broad range of sectors, with standout contributions from
manufacturing (up 1.5%), healthcare (up 2.0%), forestry (up
8.2%) and rental, hiring and real estate services (up 1.1%).

There were a few disappointments relative to our forecasts,
particularly in construction (down 1.0%). Previous surveys

had already flagged a rise in residential building (up 8.5%)

and a drop in non-residential building (down 6.0%); the new
information was a sharp drop in infrastructure work. We don’t
have a lot of visibility around this series and it tends to be very
volatile, so today’s figures don’t change our view that there

is a substantial amount of construction work in the pipeline,
both quake-related and business as usual.

Revisions

Today’s release included substantial revisions to the history
of GDP over the last few years. In addition to the usual
annual update of sectoral benchmarks, there were improved
estimates of quake-related construction in Canterbury

and a new methodology for the chronically under-reported
communications sector.

Annual average GDP growth

7 % % 7
64 AN e Previous r6
5 = Revised L5
4 A r4
3 ,. o
2
14
0
-1 4
2

Source: Statistics NZ
-3 -3

1997 1999 2001 2003 2005 2007 2009 2011 2013

In our preview we indicated that the last two of those revisions
would substantially lift the reported rate of GDP growth over
the last couple of years. It turns out we were only half-right:
growth over 2011, when the adjustments started to kick

in, was certainly revised higher. But the annual changes to

the benchmarks actually lowered the rate of growth over
2012. Consequently, annual growth in the year to June 2013,
previously reported as 2.7%, was actually revised down to
2.2%. The latest quarter has boosted annual growth to 2.6%,
but that’s still slower than we previously thought.

So where did the growth go over 20127 There are two major
stories. The first is that the value-added from the agricultural
sector has been revised down heavily over the last few years

- output has grown strongly, but new information shows that
the inputs needed to produce that output were greater than
assumed. The second story is rather less enlightening. Due to
a technical quirk in the way GDP is compiled, total GDP can be
greater than the sum of the sectors - that gap had become large
in recent years but was effectively erased during these revisions.

Major revisions to GDP components
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Implications

The New Zealand dollar and interest rates rose slightly after
the GDP release, although the NZD has subsequently moved
lower as the market has digested the US Federal Reserve’s
surprise decision this morning to slow the pace of its bond
purchase programme. Financial markets appear to be well-
versed already with the story of the strengthening New
Zealand economy; interest rate markets are more than fully
pricing a 25bp OCR hike in March and around 125bp of hikes
over 2014.

The drought and the subsequent recovery has left an uneven
GDP growth profile over the course of this year, but today’s
figures reinforce that the New Zealand economy is firmly in
the grip of a widespread upturn. Underlying activity has been
running at around 0.8% in the first three quarters of this year,
and high-level indicators such as business confidence suggest
that momentum may have even picked up further in the
current quarter. We have revised our forecast for December
quarter GDP growth from 0.7% to 1.0%.
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With September quarter GDP stronger than the RBNZ’s
forecast of 1.1%, and upward revisions to the previous two
quarters, the economy’s momentum so far this year has been
quite a bit stronger than the RBNZ assumed. That should give
the central bank more reassurance that it will be appropriate
to start raising interest rates early next year, as it signalled in
last week’s Monetary Policy Statement.

Our view remains that the first OCR hike will come in March
next year - while the tone of the recent data could support

a hike as soon as the next review in January, we suspect the
RBNZ will prefer to use a full MPS to launch such a significant
move. However, we believe that recent developments -
stronger than expected near-term growth, the Fed’s early
‘tapering’, and the reduced risk of rate cuts by the Australian
central bank in the near future - could encourage the RBNZ
to move faster than previously signalled. We now expect three
consecutive OCR hikes from March to June (previously we
expected the RBNZ to pause at the April review), with further
hikes in September and December, bringing the cash rate to
3.75% by the end of next year.

Michael Gordon
Senior Economist
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