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Key points

e The terms of trade rose by 2.0 percent in the March quarter, below market and our expectations.

e Further increases in the terms of trade are expected in Q2 courtesy of higher dairy prices in April
and May.

¢ The real income boost from the rise in the terms of trade will continue to lean against the Reserve
Bank’s efforts to contain medium-term inflation pressure.

e Export and import volume data contained in today’s release leaves us comfortable with our Q1
GDP growth estimate of 1 percent with upside risks. This is higher than the Reserve Bank’s June
MPS forecast of 0.8 percent, which will see the bias for interest rates remaining up.

¢ The final piece of the GDP puzzle, manufacturing data, is due at the end of the week.
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Assessment and implications

e The terms of trade rose by less than expected in the March quarter. The lower than expected print
was due to a surprise 0.2 percent fall in export prices. We were expecting an increase of 0.9 percent due to
strength in commodity prices. The weak export prices could be due to timing issues, and we note that it was
driven lower by falls in world meat prices. Given that the increase in world dairy prices more than offset any
falls in meat prices, we suspect that some of those increases are yet to feed through. Nonetheless, the 2
percent increase for the quarter still takes the terms of trade to 5 percent higher compared to a year ago.
The higher NZD together with lower world oil prices contributed to a 2.1 percent fall in import prices. Falls in
both import and export prices are mildly encouraging on the inflation front, although this has the potential to
reverse sharply when the NZD does eventually turn.

e Further increases in the terms of trade can be expected. Surging world dairy prices in April and May
are expected to see the terms of trade post another strong increase in the June quarter. An increase in the
terms of trade represents a lift in New Zealand’s purchasing power as a larger amount of imports can be
purchased for the same level of exports. This expected real income boost to the economy will continue to
lean against the Reserve Bank’s efforts to contain medium-term inflation pressure. A higher terms of trade
will equally support a higher currency on average, and our latest fair value estimates for the NZD/USD put it
around the 0.65 mark, well north of the historically quoted average around 0.60. The strong boost to the
terms of trade was signalled by the Reserve Bank in the June MPS as a clear source of support for domestic
demand, and our near-term forecasts see it holding up higher than they had expected. The Reserve Bank
will be watching developments in world dairy prices very closely.
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Export and import volume data leave us comfortable with our pick for Q1 GDP. Export volumes rose
2.4 percent in the March quarter courtesy of a large increase in dairy exports, plus a rebound in non-food
manufactured goods exports. Import volumes also rose in the quarter, driven by increases in intermediate
and consumption good imports, providing further confirmation of the strength in domestic demand in Q1.
Today’s data leaves us comfortable with our Q1 GDP growth estimate of 1 percent with upside risks. This
estimate is higher than the Reserve Bank’s June MPS forecast of 0.8 percent, which will see the bias for
interest rates remaining up. The final partial indicator for GDP, manufacturing data, is due at the end of the

week.
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