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High tide mark
Q1 NZ Terms of Trade

•	 The terms of trade rose further in the March quarter, 
to reach its highest level in more than 40 years.

•	 To date, the sky-high terms of trade have been a key 
pillar supporting stronger growth in the domestic 
economy, but its influence is set to wane. 

•	 The March quarter is likely to mark the peak in the 
terms of trade. The more than 20% fall in dairy prices 
in recent months is set to drag export prices, and 
the terms of trade, lower over the rest of the year.

•	 Yet over a longer horizon, we remain firmly 
optimistic that sustained strength in the terms of 
trade, driven by growing engagement with China 
and other emerging economies, will be a feature of 
NZ’s economic landscape. 

New Zealand’s terms of trade posted a fifth consecutive 
increase in the March quarter, climbing 1.8%. This was in line 
with forecasts and came as no surprise to markets which tend 
to focus on more timely indicators of external conditions such 
as fortnightly GlobalDairyTrade auctions. Nonetheless, over 
the last year the terms of trade has risen an impressive 12.8% 
to reach its highest level since 1973, and has proven to be a 
key pillar of support for the stronger NZ economy.

But this impressive run is drawing to a close. We expect the 
March quarter to mark the peak terms of trade and this bright 
star of the economy to fade a little over the course of this year 
as the terms of trade retreats from its current heights. But 
importantly, we remain optimistic that over a longer horizon 
the terms of trade will remain elevated by historical standards. 
At the heart of this view is New Zealand’s increasing 
integration with China (and other emerging markets). In these 
countries urbanisation, increasing incomes and changing 
diets mean households are driving increased demand for 
New Zealand’s key export commodities. Add to the mix New 
Zealand’s Free Trade Agreement with China, and this is a trend 
which is set to be sustained for some time yet.

However, even if the outlook for demand is relatively robust, 
changes in supply can lead to volatility in commodity markets. 
For example dairy prices, for so long the star performer of 
the NZ export sector, have fallen more than 20% in recent 
months. We have long been warning that the high prices on 
offer would encourage an increase in supply, both locally 
an internationally, and that this would weigh on dairy prices 
this year. And this certainly appears to be to be what has 
happened. Around the world producers have been lifting 
production and New Zealand farmers are no exception. While 
season to season comparisons will be inflated by the impact 
of last year’s drought, there’s no doubting that production in 
the just completed 2013/14 season will be a record breaker.

Looking ahead to the 2014/15 season, lower dairy prices are 
likely to be reflected in a lower payout. We’re forecasting a fall 
in the milk price Fonterra pays farmers from $8.40 KgMs to 
$7.10 KgMs. For many farmers this will still signal a very healthy 
income, but is undoubtedly a step down from current levels.

2013Q2 2013Q3 2013Q4 2014Q1

Terms of Trade 4.6% 7.5% 2.5% 1.8%

Export Prices 3.1% 8.8% -0.3% 0.8%

Import Prices -1.5% 1.3% -2.7% -0.9%

Export Volumes (s.a.) -6.1% -0.9% 10.0% 1.6%

Import Volumes (s.a.) 4.5% 4.9% 0.0% 2.3%
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The Reserve Bank is also unlikely to be surprised by softer 
dairy prices. In a recent speech Governor Wheeler noted that 
“the strong supply response from the US, Europe and New 
Zealand, as a result of the high global dairy prices, is expected 
to exert downward pressure on international dairy prices over 
the next two to three years”. We’re probably a little more 
optimistic than this, and our $7.10 milk price forecast for next 
season is predicated on dairy prices stabilising around current 
levels, and even improving a little later in the year. 

What will be causing consternation at the RBNZ is the fact 
that the exchange rate has remained so strong even as export 
conditions have deteriorated. This could make the central 
bank less inclined to hike the OCR or even have it considering 
exchange rate intervention.

Another feature of today’s data which at the margin points 
to less inflation pressure, is the ongoing growth in imports 
of capital equipment. With the domestic economy clearly on 
a stronger footing and confidence in the outlook high, firms 
have been increasingly willing and able to take advantage 
of the strong NZD to import capital equipment. Excluding 
transport equipment, the volume of imports of capital 
equipment leapt 17% in the March quarter, continuing to the 
strong upward trend we’ve seen over the last year or so – and 
far outstripping growth in imports of consumption goods. This 
investment should help firms become more productive, thus 
allowing the economy to grow for longer without generating 
inflation pressure.

Anne Boniface 
Senior Economist
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