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A lack of headroom: The RBNZ, oil prices and administered costs.

New Zealand households have faced a run of
large cost increases in recent years related

to administered charges and parts of the
economy that are less exposed to competition,
such as electricity charges and local

council rates.

Those cost increases have continued for an
extended period, making them hard for the
RBNZ to look through.

This has also meant that the RBNZ had little
headroom to absorb upside inflation surprises
even before the recent spike in oil prices.

We expect that there will be ongoing sizeable
increases in many of these costs. That is a
key reason why we expect domestic (non-
tradables) inflation will be higher than the
RBNZ expects over the longer-term.

That ongoing firmness in domestic inflation
is also a reason why we expect the RBNZ
will ultimately need to raise the OCR by
more than they assumed in their September
policy Statement.

But getting inflation down to target levels

in the face of an oil price spike and high
administered prices won’t be easy and involves
some tough trade-offs. Administered prices
tend to be less responsive to changes in
economic conditions. As a result, interest

rate hikes are likely to have a bigger impact

on parts of the economy that are not the main
drivers of inflation.

Inflation is high for reasons beyond
oil prices.

Inflation in New Zealand rose to 4.1% in the year to June,
the highest it's been in three years. And it’s set to remain
above 3% until at least mid-2027.

Much of the recent strength in inflation has been due

to the spike in oil prices since the outbreak of war in the
Middle East. However, even before the spike in fuel costs,
inflation had been running hot for an extended period:
inflation has been above 3% since mid-2025, and it’s now
been above the RBNZ’s 2% target midpoint for five years.

That persistent firmness in inflation is particularly notable
as, based on RBNZ estimates, the New Zealand economy
has had a negative output gap since September 2024,
with softness in economic growth and a weak labour
market. Those conditions would typically be associated
with more moderate inflation than we've seen.

Sources of inflation
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Looking beneath the surface, much of the strength

in inflation over the past year has been related to
administered costs, such as government charges, and
price increases in parts of the economy that are less
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exposed to competitive pressures. For instance, over the
past year, local council rates rose nearly 9%, electricity
prices rose by 12% and health insurance premiums rose
by 19%.

The less competitive nature of some of these sectors
means they aren’t very responsive to changes in interest
rates. Instead, they are most likely to behave in a “cost-
plus”™ manner. And in some cases, recent years have seen
large increases in operating costs that are now being
passed on to consumers.

These aren’t one-off cost rises the RBNZ can
look through.

Just as the RBNZ might look through a one-off spike

in oil prices, there’s a reasonable argument for looking
through a one-off rise in administered prices that pushes
up inflation. For instance, a one-off increase in vehicle
registration costs might boost inflation temporarily, but
isn’t something the RBNZ would respond to.

However, the issue here is that the increases we're seeing
are not one-off price rises. We've seen large increases
spread across a range of administered costs for several
years now (see chart on page 4). That’s been reflected
in measures of core inflation, which strip out swings in
volatile items like fuel and instead track the underlying
trend in prices. For example, excluding the rise in food
and fuel prices, inflation in the year to June was 2.9%,
and it’'s been running close to or above 3% for five years
now. That’s meant that the RBNZ had little headroom to
absorb upside inflation surprises even before the recent
spike in fuel costs.
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We expect that there will be continued large increases

in some administered costs. For instance, in the case

of local council rates, many councils will need to fund
significant infrastructure spending over the coming
years. There have been efforts to limit the extent of those
increases, such as the Government’s cap on council
rates. However, that doesn’t change the underlying
reason for the large rates increases in recent years, such
as increased spending on essential infrastructure. And if
councils can't raise the required revenue through rates,

they may have to look at other approaches like user
pays. That could shift costs for households, rather than
reducing them.

Price rises - past five years
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Petrol 27.5 10.3 51.3
Electricity 12.0 6.0 33.2
Gas 10.9 9.8 58.9
Water supply 4.9 7.5 435
Local authority rates 8.8 9.0 54.0
Dwelling insurance -0.8 10.0 58.5
Contents insurance -4.0 9.2 52.6
Health insurance 19.2 12.0 75.2
Vehicle insurance 0.6 7.2 39.6
Total consumer prices 4.1 4.7 25.6

Why does this matter?

It's important to remember that the RBNZ’s focus is not
individual prices in the CPI (like fuel prices or council
rates), but the overall level of inflation. In essence, it
doesn’t matter why inflation is elevated - all that matters
isthat it is elevated and how persistent inflation will be.

Right now, with core inflation already elevated, it’s hard
for the RBNZ to look through the large and continuing
cost increases that we've seen across a range of areas
that are less exposed to competition. And given the risk
of ongoing large increases in these costs, we expect that
domestic (non-tradables) inflation will be higher than the
RBNZ has assumed over the longer-term.

That’s part of the reason why we continue to expect that
the RBNZ will need to raise the Official Cash Rate by
more than they had assumed in their September policy
Statement. We're forecasting a 25bp rate rise at the
RBNZ’s December meeting and expect the OCR will peak
at 4% next year. That risk is being compounded by the
protracted nature of the current rise in oil prices, along
with other risks such as El Nifio which could boost food
prices over the coming year.

However, costs like oil prices, electricity charges, and
administered charges like council rates are not responsive
to changes in interest rates. As a result, when inflation
pressures are centred on such areas, the RBNZ needs

to work harder to keep overall inflation in check. It does
this by leaning against inflation in areas of the economy
that are more responsive to interest rates to bring
aggregate inflation pressures down towards target in a
timely manner. But rather than leaning against the source
of inflation pressures, the impact of tighter policy will

be to dampen demand and price-setting in other more
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interest rate-sensitive parts of the economy such as the
construction sector or discretionary retail spending.

This is an uncomfortable but necessary trade-off. Tighter
policy will weigh on discretionary spending, the labour
market and near-term growth, and would affect prices in
parts of the economy that are not the drivers of inflation.
A higher OCR also means increases in households’ debt-
servicing costs, and for some households, that will be
very challenging.

However, looking through or not responding to these
sorts of ongoing large cost increases would still leave
households dealing with significant increases in overall
living costs. In the long run, that could be more damaging
for households and the economy.

Official Cash Rate forecasts
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Adding to the RBNZ’s concerns about both the oil price
shock and continued large increases in administered
prices, inflation expectations are relatively elevated. In
fact, long-term inflation expectations in business and
consumer surveys are close to where they were in 2022
when inflation was much higher than today. Similarly,
firms consistently signal in business surveys that cost
pressures are strong and margins have been squeezed.

Business pricing intentions vs consumer prices
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Softness in demand might be limiting some firms’ ability
to lift prices at the current time. However, when demand
eventually firms again, there’s a risk that businesses
expect continued high levels of inflation and try to

push through larger price rises (sometimes referred to
as high inflation expectations becoming ‘embedded”).

That means inflation could remain high even when the
immediate impact of temporary boosts to inflation, like
an oil price spike, fades. This is a key reason why it’s
important to get inflation back to 2% on a consistent
basis, rather than allowing inflation to run at levels closer
to the top of the RBNZ's target band.

The RBNZ does have discretion in how aggressively it
responds to inflation, and that is where the source of
inflation matters. The RBNZ is likely to adjust the OCR
more gradually when inflation is related to less interest
rate-sensitive areas, like oil costs or government charges.
And when doing so, it does account for how changes in
the Official Cash Rate could affect the labour market and
economic activity. But even if the RBNZ responds more
gradually to inflation, it can’t ignore ongoing large cost
increases indefinitely. Eventually inflation needs to be
brought back to target.

See overleaf for a chart of how consumer prices have
changed over the past 25 years.
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Change in prices since 2002 (Selected prices from the CPI)

% increase / decrease

300 e St et Council rates and services +304%
4 ource: Stats NZ, Westpac

250 4
Building costs +225%

200 /

Household energy +180%

; Alcohol & Tobacco +165%
150 Insurance +150%

Petrol +137%

100

Rents +88%
Food +85%
Total prices +83%

50

Recreation +26%
Travel +26%

Clothing +8%
Vehicles Flat

Communication -31%

-50 T T T T T
2002 2007 2012 2017 2022 2027

4 Westpac New Zealand Economics



Contact

Westpac Economics Team | westpac.co.nz/economics | economics@westpac.co.nz

M— Connect with us

Kelly Eckhold, Chief Economist | +64 9 348 9382 | +64 21786 758 | kelly.eckhold@westpac.co.nz

Satish Ranchhod, Senior Economist | +64 9 336 5668 | +64 21710 852 | satish.ranchhod@westpac.co.nz

Darren Gibbs, Senior Economist | +64 9 367 3368 | +64 21794 292 | darren.gibbs@westpac.co.nz

Michael Gordon, Senior Economist | +64 9 336 5670 | +64 21749 506 | michael.gordon@westpac.co.nz

Paul Clark, Industry Economist | +64 9 336 5656 | +64 21713 704 | paul.clark@westpac.co.nz

Past performance is not a reliable indicator of future performance. The forecasts given in this document are predictive in character.
Whilst every effort has been taken to ensure that the assumptions on which the forecasts are based are reasonable, the forecasts
may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The ultimate outcomes may differ

substantially from these forecasts.
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