Economic Review

NEW ZEALAND

DATE 26 February 2007

OVERSEAS MERCHANDISE TRADE — JANUARY 2007

Key points

¢ New Zealand’s January trade deficit came in worse than expected at $833m, inflated by the
importation of a plane in January. The underlying deficit remains high.

e The composition of imports and trend remains domestic-demand centric, which will continue to
worry the Reserve Bank. Imports of consumption goods were up strongly on a year-ago.

The headlines

| __Actual___| _ANZNational

Merchandise trade balance -$833m -$760m -$671m
Imports $3,308m $3,360m $3,163m
Exports $2,475m $2,600m $2,505m
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e Exports were largely in line with market expectations. The largest increase was in milk, butter and
cheese exports (up $95 million), undoubtedly a consequence of strong world dairy prices. On a monthly
trend basis, exports were unchanged from the previous month. However, this has been easing since
February 2006 and is likely an illustration of the effect the higher NZD is playing in reducing the
competitiveness of NZ exports overseas, even with commodity prices rising strongly.

. In terms of the composition of imports we note they are up 13.5 percent on 12 months ago.
However, passenger car imports fell by 12.6 percent in the year to January 2007.

Assessment and implications

e The high NZD is undoubtedly hurting exporters. Although high commodity prices are sheltering some
parts of the export sector, particularly dairy which accounted for over a third of the increase in total
merchandise exports, it is clearly hurting other sectors such as fruit exports (up only 1.8 percent in the 12
months to January) and seafood exports (up only 3.5 percent over the same period). The monthly trend
measure was unchanged in January and has effectively been unchanged since October last year. This is after
an average monthly growth rate of 1.6 percent over the first half of 2006.

¢ The strength and resilience of domestic demand will remain a concern at the Reserve Bank.
Although some of this strength will be a result of an unwinding of a significant inventory run-down that
occurred at the end of 20086, it fits with other domestic demand indicators that suggest that renewed
momentum is being sustained into Q1 and is far from the moderating trend the Reserve Bank requires.
However, of some encouragement for the Bank is the recent increase in plant and machinery imports.
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Capacity constraints remain significant in the economy, and any further investment — particularly if it reduces
the demand for tight resources such as labour — may help to alleviate some of those constraints which are
placing upward pressure on the medium-term inflation outlook.

The deficit is likely to remain high. While we note that the annual deficit has improved from $7.3 billion
in February 2006 to $6.0 billion in January, further improvement from this juncture looks likely to be very
gradual. With the higher NZD likely to delay any export recovery, and domestic momentum likely to see
sustained import demand, the deficit will remain elevated for sometime. This will feed into New Zealand’s
already large current account deficit and leave the economy vulnerable to changes in overseas sentiment.

There are limited monetary policy implications in today’s release. At the margin, the domestic
demand signals appear to reinforce the sustenance being shown across the general economy. In this
environment, the Reserve Bank will not want to take its finger off the trigger and will increase interest rates
in March. However, with the current level of the NZD, a follow-up hike in either April or June is far from
certain.
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