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How long lasting will the surge in NZ inflation be? 
• Developments in the labour market play a pivotal role in impacting inflation, although many of the factors 

influencing labour market conditions are outside of the RBNZ’s control. 

• Short of a material loosening in tight labour market conditions, there is the risk of annual CPI inflation remaining 

above 3% for considerably longer than the RBNZ May 2022 MPS forecasts imply.  

• Prospects of a soft economic landing look less assured and the RBNZ may face uncomfortable trade-offs ahead. 

Summary and implications  

Protracted high rates of inflation are economic and social poison, being extremely costly to firms, households and the 

economy in general. The $64,000 question in NZ and overseas is how long it will take before extremely elevated 

inflation rates fall to generally acceptable levels. Our work suggests that inflation in NZ looks to have become more 

persistent compared to the strict inflation targeting regime of the 1990s. Furthermore, developments in the labour 

market have a major influence on the inflation process and tackling labour shortages look to be the key to mitigating 

inflationary pressure. If this does not happen, our analysis suggests annual CPI inflation will remain above 3% for 

considerably longer than the late 2023 timeframe signalled in the May 2022 MPS forecasts.   

Our baseline scenario is for the economy to manage to pull off a soft economic landing, but risks are building. With 

inflation looking to be persistent, the labour market tight, but with an increasingly wobbly economic outlook, the 

trade-offs facing the RBNZ look stark. It could ultimately mean a more pronounced or sharper period of monetary 

tightening that could likely exacerbate the slowdown already underway, eventually resulting in sizeable job losses.  

Alternatively, the RBNZ could apply a lighter touch to the monetary policy brakes in the hope labour market 

conditions normalise. If they don’t, however, this runs the risk of a prolonged inflation overshoot and higher longer-

term costs to the economy. For now, we are sticking to our view of a 3.50% OCR peak and cuts from 2024 but we will 

be closely scrutinising labour market developments going forward.  

Inflation is high everywhere  
Initial fears of outright deflation when COVID-19 first hit have 

proved to be wide of the mark. In fact, the opposite has occurred, 

with a sharp run-up in inflation rates in most OECD countries to 

multi-decade highs. US inflation at 8.6% is the highest in more than 

40 years, with around one-fifth of OECD economies currently 

recording double-digit inflation. NZ inflation at around 7% is the 

highest in more than 30 years, and the Reserve Bank of Australia 

has flagged the risk of inflation in Australian hitting 7% by the end 

of the year. It is still comparatively early days, but initial 

expectations that the blip in inflation will prove to be modest and 

transitory have faded.  
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Global central bankers (including the RBNZ) have certainly 

been surprised by how quickly inflation has picked up. 

Cumulative inflation surprises can add up to a lot that 

this could have sizeable economic and distributional 

consequences. Comparing the level of consumer prices 

forecast in mid-2023 in the May 2022 MPS with those in 

the May 2020 MPS shows a 10% difference in the price 

level and it seems likely that this gap will persist (and 

potentially widen).  

A quick search through Google will tell you that protracted 

high inflation is economic poison that results in reduced 

economic efficiency, increased instability and imposes 

significant economic and social costs. Like COVID-19 it is 

something you want to avoid.  The $64,000 question both 

here and abroad is how long lasting the current spike in 

inflation will be and how long it will take before inflation rates fall to generally acceptable levels. In the case of NZ 

this would be at levels consistent with the 1-3% inflation target.  We have long acknowledged the risk of high inflation 

outcomes persisting and inflation taking longer to fall back 

below 3% (now late 2023 according to the May 2022 MPS).  

Taking a deeper look 
Is inflation becoming more entrenched?  

Here we follow the overseas evidence and take a look at NZ 

inflation persistence to ascertain how sticky high inflation 

rates will be, and how much more work the RBNZ may have 

to do on OCR settings to deliver its policy objectives. The 

accompanying chart shows auto correlation functions (ACF) 

that map the degree to which high annual headline 

inflation rates subside. The lower the ACF the less 

persistent rates of inflation typically are.  Charts for NZ do 

not point to a high degree of persistence in headline 

inflation, with only a weak positive correlation between 

current and past inflation rates after a few quarters.  In the 

strict inflation targeting regime of the early 1990s, higher 

inflation outturns tended to be followed by lower ones 

(negative correlation functions). This is not as evident 

nowadays and the risk is that future inflation outcomes 

will be more heavily influenced by what is occurring now. 

What about other inflation measures? 

Here we look at a selection of inflation and non-pricing 

measures as possible indicators of NZ inflation persistence. 

The list of variables is contained in Appendix 1. Many of the 

variables appear more persistent than headline inflation 

(PCPI). Of the price-side measures, inflation expectations 

(PE2) appear to be the most persistent, followed by the 

sectoral factor model measure of core inflation (PFM) and 

non-tradable inflation (PNT), with (more volatile) tradable 

inflation (PTR) appearing to be the least persistent. The 

non-pricing measures tend to have a reasonable degree of persistence, including skilled and unskilled labour 
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shortages (LABSHOR) and labour as a limiting factor (LABLIM). RBNZ May 2022 MPS estimates of the output gap 

(YGAPRB) are slightly more persistent than headline inflation (PCPI) but are generally not as persistent than the 

others. 

What is the relationship between inflation and inflation indicators? 

Here we look at a selection of other inflation measures (see Appendix 1 for the full variable list) to highlight the inter-

relationships. Appendix 1 also contains Granger Causality tests to find out if a selection of measures provide useful 

information over future inflation outturns.   

Key findings are as follows: 

• Labour market variables (particularly annual movements in the Private Sector LCI (LCIP) and labour as a 

limiting factor (LABLIM) tend to provide leading information on a considerable number of other variables. 

• Labour market variables (particularly annual movements in the Private Sector LCI (LCIP), labour as a limiting 

factor (LABLIM) and the output gap (YGAPRB) tend to have the strongest leads to headline CPI inflation.  

• Labour costs and labour tightness measures tend to lead movements in various inflation measures and 

inflation expectations.  

• The output gap tends to lead movements in the OCR, but labour costs tend to lead movements in the output 

gap. 

• Headline inflation rates can provide more information over future readings for inflation expectations as 

opposed to the other way around. This suggests inflation expectations are more adaptive rather than 

forward-looking.  

• The direction of causality between labour costs and inflation is two-way. Labour market tightness measures 

and actual consumer price inflation measures tend to lead labour costs.  
 

Which shocks have more persistent impacts on 

inflation? 

Here we extend the above analysis and put together a 

Vector Autoregressive model (or VAR) that highlights 

economic inter-relationships between pricing side, 

labour market and activity variables in the system. 

Very little structure is imposed on the model, with the 

intent to let the data do the talking. Appendix 2 has 

further details. 

Appendix 3 shows impulse responses from the model, 

which show the impacts of shocks to one particular 

variable to the variables in the system. Viewing the 

responsiveness of annual headline inflation (see 

chart) shows that labour shortages (LABLIM), labour costs (LCIP) and core inflation (PFM) tend to have the largest 

and most persistent impacts on future CPI inflation outcomes. The impulse responses in Appendix 3 show that 

labour shortages tend to heavily influence future readings for labour costs, core inflation and the output gap. 

Viewing the residuals of the model in Appendix 4 show that the model has significantly underpredicted the recent 

extent of labour shortages. This has coincided with the model under-predicting inflation, core inflation and inflation 

expectations, although to be fair more of the surprise likely reflects larger upward surprises to tradable CPI inflation.  

Variance decompositions from the model in Appendix 5 show that core inflation, labour shortages and inflation 

expectations explain the bulk of the variation in consumer prices. Moreover, labour shortages explain a good chunk 

of the variation in core inflation, non-tradable inflation and inflation expectations. This points to the labour market 

as playing a key role in impacting domestic inflationary pressures.  
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Key take outs 

This analysis suggests the following: 

• The inflation process looks to have become more persistent. Once inflation has been high for a period it could 

be more difficult to lower it. 

• Developments in the labour market clearly matter for inflation. Labour market variables (labour costs and 

labour as a limiting factor) directly impact headline inflation, core and non-tradable inflation. They also 

indirectly impact inflation via their influence on the output gap and other inflation determinants. 

• There is no longer conclusive evidence that prices lead labour costs. In fact, the relationship is stronger the 

other way around, consistent with what is commonly observed overseas. 

• Moreover, headline inflation rates can provide more information over future readings for inflation 

expectations and not the other way around. This suggests inflation expectations are likely to be more 

adaptive (based on past inflation rates) than purely forward-looking and it could prove trickier for 

policymakers to lower inflation if it is well above the target band. 

• Labour costs look to have a persistent impact on headline inflation but are not set to peak until mid-2023 

according to the RBNZ’s own projections. This and the likelihood that labour shortages will stick around for a 

while yet suggests it could take a while before inflation falls towards 3%. 

• The output gap only provides a modest degree of extra information on the level or persistence of inflation, 

over and above that of other measures. The output gap is unobserved and is difficult to estimate in real time 

(let alone forecast) given the spate of supply shocks hitting the economy, let alone uncertainties over the 

state of demand. It highlights the real-world drawbacks and challenges in using such an approach, particularly 

in real time. 
 

The upshot is that, in the absence of a material relaxation in labour market conditions, headline inflation could well 

stay outside the 1-3% CPI inflation target band for considerably longer than the late-2023 timeframe flagged by the 

May 2022 MPS. It is sensible that the RBNZ is paying more attention to the labour market even if this was driven more 

by changes to the monetary policy mandate than a realisation that labour market conditions clearly matter for 

inflation. However, it highlights the importance of not letting the labour market get too tight and the potential 

labour market trade-offs that may have to be made if high inflation appears ingrained.  

There are a host of factors impacting labour market conditions, many of which are outside the RBNZ’s control. Factors 

like immigration settings, skills training and gaps, global labour market conditions and the relative attractiveness of NZ 

as a place to live and work clearly matter. Alleviating pressures in the labour market could provide a circuit breaker 

reducing the need for tighter policy settings that would ultimately crunch the economy and labour demand.  

Ultimately, however, the RBNZ has to play the cards it has been dealt. With inflation looking to be persistent and 

with the economy already wobbling, the trade-offs facing the RBNZ are likely to be stark. They can either continue 

to front load policy tightening to try to get inflation under control, potentially crunching the economy in the process 

with many people losing their jobs until inflation cools. Alternatively, they could move in smaller steps, hoping high 

inflation will eventually subside. If, however, the current situation of widespread and significant labour shortages is 

not resolved, this runs the risk of a concerted overshoot of the inflation target and the associated longer-term costs to 

the economy. Not a nice place to be.  

There are a number of caveats to this analysis. This analysis is essentially “backward looking” and is based on historical 

relationships with the numbers doing the talking. This can only take you so far, particularly if there has been structural 

change in the inflation process or if another deflationary shock out of left field hits the economy. Still, this analysis 

should provide food for thought. 
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Appendix 1:  Variable list and Granger Causality test results 

Variables: 

PCPI = Annual CPI Inflation (ex GST) 

PNT = Annual Non-tradable CPI inflation (ex GST) 

PTR = Annual Tradable CPI inflation (ex GST) 

PFM = Sectoral Model Core Inflation (Annual, RBNZ) 

PE2 = Two-year ahead expected annual inflation (RBNZ Survey of Business Expectations) 

LCIP = Annual private sector salary and wage rates from labour cost index (SNZ)  

YGAPRB = Output Gap (RBNZ May 2022 MPS estimates) 

CAPU = NZIER Capacity Utilisation (builders & manufacturers, NZIER QSBO) 

NAIRUG = Level of unemployment rate relative to trend (ASB estimates) 

LABLIM = Labour as a limiting factor (NZIER QSBO) 

LABSHOR = Skilled and unskilled labour shortages (NZIER QSBO) 

OCR = Official Cash Rate (spliced with 90-day bank bill rate for pre-OCR period, RBNZ) 

OCRGAP = OCR less its estimated neutral (RBNZ, ASB estimates) 

 

Granger causality tests to find out if a selection of measures provides useful information over future inflation 

outturns. The measures are rendered stationary with price and wage measures expressed in terms of annual percent 

changes. The lower the number in the table, the more statistically significant the relationship and the greater the 

likelihood that the explanatory variable provides leading information on the dependent variable. 

 

The table shows that labour market variables (particularly annual movements in the Private Sector LCI (LCIP) and 

labour as a limiting factor (LABLIM) tend to provide leading information on a considerable number of other variables. I 

have also trialled using an OCR gap (OCR less its estimated neutral level) and this has similar results for Granger 

causality to using the OCR. 

  

Granger Cauality Tests- Level of significance

1994Q1-2022Q1

Dependent Variable

PCPI PNT PTR PFM PE2 LCIP YGAPRB CAPU NAIRUG LABLIM LABSHOR OCR OCRGAP

PCPI 0.09 0.37 0.10 0.02 0.01 0.25 0.02 0.01 0.75 0.55 0.99 0.05

Explanatory PNT 0.05 0.14 0.31 0.16 0.30 0.94 0.14 0.13 0.75 0.40 0.87 0.92

Variable PTR 0.31 0.20 0.23 0.04 0.01 0.40 0.04 0.02 0.45 0.42 0.63 0.62

PFM 0.03 0.28 0.09 0.04 0.01 0.88 0.08 0.01 0.87 0.48 0.98 0.98

PE2 0.56 0.09 0.83 0.53 0.19 0.17 0.22 0.01 0.44 0.42 0.50 0.62

LCIP 0.01 0.01 0.01 0.01 0.01 0.01 0.80 0.01 0.01 0.01 0.04 0.05

YGAPRB 0.01 0.01 0.72 0.02 0.33 0.05 0.01 0.01 0.09 0.08 0.01 0.01

CAPU 0.08 0.01 0.75 0.07 0.11 0.18 0.02 0.01 0.17 0.10 0.48 0.31

NAIRUG 0.12 0.03 0.15 0.09 0.31 0.27 0.05 0.86 0.58 0.66 0.03 0.02

LABLIM 0.01 0.01 0.26 0.01 0.01 0.01 0.06 0.02 0.01 0.08 0.04 0.08

LABSHOR 0.09 0.01 0.06 0.12 0.14 0.01 0.08 0.10 0.02 0.70 0.05 0.32

OCR 0.01 0.25 0.63 0.24 0.43 0.12 0.32 0.02 0.03 0.01 0.09 0.74

OCRGAP 0.01 0.29 0.79 0.38 0.50 0.32 0.30 0.12 0.34 0.03 0.99 0.11

Figures in bold are significant at the 1% level

https://www.sciencedirect.com/topics/social-sciences/granger-causality-test
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Appendix 2:  VAR Model 

Variables in Model (most exogenous first) 

 
 
LABLIM OCR YGAPRB LCIP PE2 PFM PNT PTR PCPI   
 

Sample: 1994Q3 – 2022Q1 (111 observations) 

Lags = 2 

 

Log likelihood     -383.5 

Akaike information criterion  10.0 

Schwarz criterion  14.17 

 

A Cholesky decomposition is used to impose some economic structure. The model is stable and explains the bulk of 

the variation in the variables being modelled.  I have also trialled including an OCR gap in the model (OCR less its 

estimated neutral level) instead of the OCR and this has a minor impact on the results with reduced model fit. 

Variables: 

LABLIM = Labour as a limiting factor (NZIER QSBO) 

LCIP = Annual private sector salary and wage rates from the labour cost index (SNZ)  

OCR = Official Cash Rate (RBNZ) 

PCPI = Annual CPI Inflation (ex GST) 

PNT = Annual Non-tradable CPI inflation (ex GST) 

PTR = Annual Tradable CPI inflation (ex GST) 

PFM = Sectoral Model Core Inflation (Annual, RBNZ) 

PE2 = Two-year ahead expected annual inflation (RBNZ Survey of Business Expectations) 

YGAPRB = Output Gap (RBNZ estimates) 
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Appendix 3:  VAR Model impulse responses (see Appendix 2 for variable list) 

-2

-1

0

1

2

3

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of LABLIM to Cholesky

One S.D. Innovations

-.4

-.2

.0

.2

.4

.6

.8

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of OCR to Cholesky

One S.D. Innovations

-.2

.0

.2

.4

.6

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of YGAPRB to Cholesky

One S.D. Innovations

-.2

-.1

.0

.1

.2

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of LCIP to Cholesky

One S.D. Innovations

-.10

-.05

.00

.05

.10

.15

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of PE2 to Cholesky

One S.D. Innovations

-.2

-.1

.0

.1

.2

.3

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of PFM to Cholesky

One S.D. Innovations

-.2

.0

.2

.4

.6

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of PNT to Cholesky

One S.D. Innovations

-0.2

0.0

0.2

0.4

0.6

0.8

1.0

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of PTR to Cholesky

One S.D. Innovations

-.2

.0

.2

.4

.6

5 10 15 20 25 30

LABLIM OCR YGAPRB

LCIP PE2 PFM

PNT PTR PCPI

Response of PCPI to Cholesky

One S.D. Innovations

 

 

  



  

 

Inflation Persistence |  01 July 2022 

Appendix 4:  VAR Model Residuals (see Appendix 2 for variable list) 
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Appendix 5:  VAR Model Variance Decompositions (see Appendix 2 for variable list) 
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