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Introduction 

The 2012 Half Year Update forecasts incorporate a downward revision to the growth of 
potential output, reducing the average rate over the forecast period by around 0.6% per 
annum. This has been partly offset by a small upward adjustment to the estimate of the 
current margin of spare capacity in the economy. The net effect of these two judgements is 
to reduce the level of potential output at the end of the forecast period by around 2% of GDP, 
relative to the 2012 Budget Update forecast.1 This note provides additional information about 
the judgements made surrounding potential output and should be read in conjunction with 
the Economic Outlook chapter of the 2012 Half Year Update. 

What is Potential Output? 

Potential output is defined as the maximum level of real Gross Domestic Product (GDP) that 
can be achieved while maintaining stable inflation. It depends on how many people are 
available to work and how many hours they are willing to put in (labour); the number of 
buildings, machines and computers (capital); and the efficiency with which they can be 
combined (productivity).  

This definition of potential output follows 
from the observation that when actual 
economic activity exceeds its potential 
level, higher wages are required to 
persuade workers to put in more hours 
or for those outside the workforce to take 
a job. The resulting higher wages, along 
with increased demand for capital, put 
upward pressure on the prices of goods 
and services. Likewise, when the 
economy is operating below full capacity 
the reduced demand for labour and 
capital puts downward pressure on 
prices. When economic activity is 
operating at its potential level, price 
pressures in the economy are balanced and inflation is at its target rate. The difference 
between the actual and potential level of output is known as the “output gap” and is 
illustrated in Figure 1.   

                                                 

1  Abstracting from the effect of data revisions. 

Figure 1 –  Stylised actual and potential GDP level

Sources:   Statistics New Zealand, The Treasury 
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Potential output is an important concept for economic forecasters. Its starting level and its 
likely growth rate indicate how much scope the economy has for actual growth over the 
forecast period without pushing inflation above target. And because government revenue and 
spending vary with the economic cycle, an assessment of potential output can be used to 
estimate how much of the Government’s fiscal deficit will disappear as the economy recovers 
and how much will persist once it has.  

In practice, any forecast that provides projections of actual GDP growth and inflation has a 
potential output forecast underpinning it. The need to understand how actual GDP will affect 
inflation means every forecaster must form a view, explicit or implicit, on how fast the 
economy can grow before creating inflationary pressure. Given the Treasury’s role as a fiscal 
authority and the importance of nominal GDP in forecasting the public finances, it cannot 
escape reaching a judgement on potential.2 Indeed, while some forecasters, such as central 
banks, maintain a strong focus on the path of the output gap for the purposes of policy 
formulation, it is the level of potential output, and the path of actual GDP around it that is of 
most importance in producing forecasts of the public finances. To arrive at a projection of the 
level of potential output over the forecast period, its current level is estimated and then 
forecasts of its growth rate are produced.  

The growth of potential output is determined by the growth of labour supply, the expansion of 
the capital stock and improvements in productivity. Consistent with the definition above, 
potential output growth can be thought of as the “speed-limit” of economic growth before 
capacity constraints begin to generate inflationary pressure. Potential growth need not be a 
constant number over time; in fact it is likely to vary because the supply capacity of the 
economy is partly determined by demand conditions. For example, in a downturn, idle capital 
may be scrapped and the unemployed may become discouraged from participating in the 
labour force, reducing the contribution of capital and labour respectively to potential growth.  

In the long run, potential growth is primarily determined by the rate of productivity growth and 
demographic changes, as the growth of the capital stock settles at its equilibrium rate. This 
long-run concept is sometimes referred to as steady-state or trend growth and is beyond the 
scope of this note. However, assumptions about long-run growth are required for medium-
term fiscal projections and these are presented in the Medium-term projections section of the 
Half Year Update.   

Estimating Potential Output 

Neither the level of potential output nor the output gap can be observed directly so they must 
be estimated. There are a number of methods economists use to estimate potential output 
and these can be divided into broadly two categories. The first is a suite of statistical 
indicators and the second is a class of models that use economic relationships to inform the 
estimation process. While the methods and results differ, they have one common feature – 
the application of judgement. Both statistical methods and economic models require prior 
assumptions regarding the volatility of potential output.  

                                                 

2  The path of the output gap and the cyclically-adjusted operating balance are published in the Economic Outlook chapter and 

Additional Information section of the Half Year Economic and Fiscal Update (HYEFU) respectively. 
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There is no consensus regarding how much potential output should vary over time. A method 
that generates a smoother measure of potential growth allocates more of the fluctuations in 
actual GDP to the cyclical component of the series and less to the potential component. This 
means that if potential output is judged to be less volatile, the output gap will be more 
volatile. Some approaches to the estimation of potential output are better suited to 
forecasting applications than others and in what follows the various methods used at the 
Treasury are discussed. 

Applying a simple linear trend to actual GDP is a relatively simple approach but it has two 
major drawbacks.3  First, it implies a very restrictive judgement (that the growth of potential 
output is constant over the selected time period) and, second, the results depend crucially on 
the exact time periods chosen. In the analysis presented here, similar points in the business 
cycle are matched up. For example, average growth between cyclical peaks (eg, 1997 to 
2007) or troughs (eg, 1998 to 2009). This method also implies that the amplitude of 
economic cycles is higher than is the case using any of the other methods.  

A growth cycles approach combines business survey data, such as capacity utilisation and 
staff shortages, with a judgement that potential output growth is constant between times when 
the output gap is thought to be closed. Output gap closure is based on whether the survey data 
are at or close to their long-run average, or some assumed value, and for this reason this 
method is sometimes described as the “on-trend” approach. For the purposes of this analysis 
the latest cycle starts in 1999, goes through the next point in 2008 and ends in 2011.4   

Statistical filters can be used to extract a trend (smoothed) series from actual GDP. The 
filters used by the Treasury are Hodrick Prescott (HP), Kalman and multivariate (MV). The 
first two use only actual GDP data and require a judgement as to how smooth the extracted 
trend should be. The standard smoothing factor for the HP filter of λ=1,600 is used to 
estimate quarterly potential GDP here. However, there is no particular reason to choose 
1,600 over any other number. This long-standing convention in the economic literature 
originates from a Hodrick and Prescott paper in which the parameter was selected on a 
relatively ad hoc basis.5  

The MV filter is based on the HP filter but also takes into account data such as rates of 
unemployment and capacity utilisation. These series are related to the cyclical component of 
actual GDP and used to infer potential output. The output gaps associated with estimates of 
potential output from these three filters are presented in the Chart Pack released alongside 
each Monthly Economic Indicators publication.6 

The HP and MV filters are described as two-sided filters because, over history, they use both 
past and future data to extract a trend series. But when the filter reaches the end of the 
actual data set, there are no future data to use. This leads it to place a lot of weight on the 
final few observations and this introduces a so-called “end-point bias” to the estimated cycle 
and trend. One way to ameliorate this is to provide the filter with forecasts in addition to 
actual GDP. As an example of the scale of the problem, the widely-used HP filter shows an 

                                                 

3  A linear trend is fitted to the natural logarithm of actual GDP. 

4  See 2002 December Update page 38 for more details: http://www.treasury.govt.nz/budget/2002/pdfs/defu02-2.pdf 

5  Based on an inspection of data from the US Business Cycle Dating Committee of the National Bureau of Economic 

Research. 

6  http://www.treasury.govt.nz/economy/mei/archive/pdfs/nzecp-charts-nov12.pdf  
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output gap of +1.4% in the June 2012 quarter estimated using historic data only.7 Adding in 
Half Year Update forecasts gives a current gap of -0.2% in the June 2012 quarter. The latter 
estimate seems more plausible but, since the estimates of potential are to be used to inform 
forecasts of actual GDP, this method implies a high degree of circularity. 

The Kalman filter is less susceptible to the end-point problem insofar as it is one-sided 
(backward-looking) and builds up new information about the trend and cyclical components 
of GDP as it becomes available rather than utilising future data or forecasts. But this filter is 
very sensitive to the specified initial conditions – a prior assumption for the starting cyclical 
position of the economy is required as an input. And, as with the other methods, the filter 
requires a prior assumption for the smoothness of potential output which, in this case, is 
determined by the variance of shocks to the assumed potential output process. 

A production function approach is essentially an application of statistical filters to a model 
of economic growth. A production function relates the actual level of output to the actual level 
of inputs (ie, capital and labour). Whatever output cannot be explained by these inputs is 
attributed to multi-factor productivity (MFP). Filtering these components using statistical 
methods (often the HP filter is applied) gives the input variables in potential terms. These 
series can then be aggregated to produce a potential GDP series. The benefit of this 
approach is that it decomposes potential growth into contributions from the factors of 
production and productivity (see Figure 4 below).8  

Since the 2012 Budget Economic and Fiscal Update (BEFU), the Treasury has added to its 
suite of measures of potential output by developing a small macro model (SMM) of the 
New Zealand economy.9 It is based on the Global Projection Model of the IMF. The SMM 
makes use of the theoretical relationships between inflation, unemployment, business survey 
indicators and the output gap to infer the level of potential output. This method allows the user 
to take into account a wider range of economic data when reaching a judgement on potential 
output than do the methods described above. However, it too requires the application of 
judgement. The model is estimated using Bayesian techniques which require the specification 
of prior assumptions for the estimated relationships. Key to the model’s results is the assumed 
prior distribution of shocks to potential output (ie, how smooth potential output is). 

Any estimate of potential output growth is an uncertain one and this is particularly the case at 
the end of the data period – this is clearly illustrated by the range of estimates presented in 
Figure 2 (below). So, given the different indicators available, upon which should the most 
weight be placed? The answer to this question depends on how the results will be used. For 
some, it is the estimates of historical potential growth that are of most interest, in which case, 
there may be little to recommend one method over another. But for the purposes of 
producing forecasts, it is the most recent data points that are of most interest as forecasters 
have to project forward from the latest data point. 

Two-sided filters are arguably the least well-suited to forecasting applications – they either 
suffer badly from the end-point problem or depend, themselves, on the presence of 
forecasts. The production function approach suffers from the same limitations, although it 

                                                 

7  Using a standard smoothing factor (λ=1,600) for quarterly data as noted above. 

8  Here, the widely-used Cobb Douglas production function is estimated using quarterly estimates of the non-housing capital 

stock. 

9  A forthcoming paper on the SMM is being produced. 
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provides richer information insofar as it decomposes potential growth into its contributing 
factors. The Kalman filter is less likely to give different readings with the addition of new data 
but depends on judgement over the output gap at the beginning of the estimation period.  

Fitting a linear trend and the growth cycle method both depend on the restrictive assumption 
that potential growth is stable between on-trend points, which may not be consistent with the 
forecaster’s judgement. These approaches also depend critically on the start and end-point 
of the assessment period, for which there is no commonly agreed selection method. 

Like the Kalman filter, the SMM is less sensitive to the end-point problem than are the two-
sided filters, insofar as the last few estimates of potential output are not unduly biased by the 
last few data points for actual output. But the effect of new data manifests itself in another 
way. If the economic relationships used to infer potential output change over time, then the 
availability of new data can lead to different model parameters and different estimates of 
potential output over history – this problem is known as model instability. Robustness checks 
show that the potential output estimates from the SMM using a dataset ending when the 
financial crisis began differ from those using a complete dataset up to the present time. 
However, a useful criterion in selecting a measure of potential output is the correlation of its 
corresponding output gap series with a measure of domestically-generated inflation. The 
SMM approach fits core and non-tradable inflation reasonably well and appears to do so a 
little better than the other measures. 

So, in summary, no single measure provides a completely robust estimate of potential output 
growth and all depend on judgement. But, given those judgements, the SMM likely provides 
an estimate that is better suited to the needs of economic forecasters. It can also provide 
forecasts of potential output itself to help inform the Treasury’s forecasts. In practice, the 
Treasury reaches a judgement on potential output by looking at a range of methods but the 
SMM is now the indicator upon which most weight is placed. Given its utilisation of a wide 
information set, most emphasis was previously placed on the MV filter, while also applying 
judgement. 

What do Recent Data say about Potential Output? 

As a starting point for producing forecasts of actual GDP it is necessary to make an 
assessment of the degree of spare capacity in the economy. And for projecting forward 
potential output growth, it is natural to look at its recent behaviour. As noted above, there is a 
wide range of methods used to estimate potential growth and each has a corresponding 
measure of the output gap. These estimates are shown in Figures 2 and 3 and set out in 
Table 1.  

Figure 2 – Potential growth estimates  Figure 3 – Output gap estimates 
 

Source:  The Treasury  Source:  The Treasury 
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Table 1 – Potential growth and output gaps 

Method (June year) 
Potential growth 

2000–10 
Potential growth 

2011 
Potential growth  

2012 
Output gap 

2012 

Peak-to-peak (1997–2007) 3.1% 3.1% 3.1% -11.0% 

Trough-to-trough (1998–2008) 2.6% 2.6% 2.6% -2.1% 

On-trend (1999–-2011) 2.4% 2.4% 2.4% +0.1% 

HP statistical filter (λ=1,600) 2.5% 0.7% 0.9% +0.0% 

Kalman statistical filter 2.3% 2.0% 2.0% -1.5% 

MV statistical filter (λ=1,600) 2.5% 1.1% 1.7% +0.1% 

Global Projection Model/SMM 2.6% 1.3% 1.4% -1.7% 

Cobb Douglas Production Function 2.5% 0.4% 0.5% +1.3% 

 

While the range of estimates of potential growth between 2000 and 2010 is just 
0.3 percentage points, the range of estimates of potential growth in 2012 is 1.5 percentage 
points (excluding the linear trend methodologies). This highlights the enormous uncertainties 
associated with real-time assessment of potential growth. Nevertheless, all measures 
(excluding linear trend methods) indicate that potential growth has been weaker in the past 
two years than has been the case historically. Most measures suggest that potential output 
growth has been rising since the recovery began. Likewise, measures of the output gap in 
2012 vary by 3 percentage points (excluding linear trend methodologies) and it is quite 
possible that the true output gap and potential growth rate lie outside these ranges.  

Measures of the output gap generally suggest there is now a small negative output gap (ie, 
actual output is below potential output). Some measures show a small positive output gap as 
they place more weight on recent weak actual growth when estimating potential growth. The 
peak-to-peak measure points to a very large negative output gap (over 10%) as it abstracts 
from the effect of the recession on potential output altogether. The Treasury’s preferred 
measure of the output gap, from the SMM, suggests the economy is operating at around 
1.4% below its potential level in the second quarter of 2012. The Treasury’s output gap 
estimate of -1.6% for the 2012 calendar year lies toward the centre of a range of projections 
made by other forecasting institutions.10   

The Treasury’s central forecast judgement balances mixed signals about the amount of 
spare capacity in the economy. On the one hand, business survey indicators of capacity 
utilisation tend to be around their long-term average. On the other, unemployment is higher 
and inflation (using headline and most underlying measures) lower than their trend rates are 
judged to be. This assessment implies that there is a little more spare capacity in the 
economy (as of the June 2012 quarter) than was envisaged in the 2012 Budget Update, in 
which economic activity was expected to be around 1% below potential. 

Forecasting Potential Output  

Like many forecasters, the Treasury makes use of a production function framework to 
forecast potential output. This allows it to decompose and, therefore, separately forecast the 
contributions of labour, capital and productivity. Figure 4 illustrates the decomposition of 

                                                 

10  The IMF October 2012 estimate is -1.4%, the OECD November 2012 estimate is -2.4% and the Reserve Bank December 

2012 estimate is 0.8%. All of these estimates involve forecasts for the second half of the calendar year.  
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potential output over history and during our forecast into its constituent parts (on a year 
ending June basis):11 

 Labour input growth has been making smaller contributions to potential growth as early as 
2006 because, on a potential (smoothed) basis, average hours worked have fallen and 
population growth has slowed (driven by lower net migration). Since the financial crisis began, 
the natural rate of unemployment is thought to have risen as the incidence of long-term 
unemployment picked up and mismatches between labour supply and demand emerged.  

 Productivity also appears to have weakened before the crisis began, something that is 
reflected in the official actual productivity data available from Statistics New Zealand.12 
During the crisis, potential multi-factor productivity appears to have continued to fall and 
has only recently started to recover. 

 As the level of investment fell during the crisis, the contribution of capital to the growth of 
potential output slowed. But because the capital stock is large and investment flows are 
small, it has acted as a far smaller drag on overall potential growth than the other two 
components.  

Figure 4 – Contributions to potential 
growth13 

 Figure 5 – Productivity (MFP) growth 
forecast14 

 

Source:  The Treasury  Source:  The Treasury 

 

To forecast potential output, explicit judgements are made about the future evolution of these 
trend variables: 

 Labour input projections (the total amount of hours worked in the economy) are informed 
by trends in: 

o working-age population growth 

o labour force participation 

o average hours worked, and 

o the natural rate of unemployment. 

                                                 

11  For this figure, the results of the SMM are combined with a production function approach to decompose potential output 

growth over history.  

12  See “Productivity Statistics: 1978-2011” Statistics New Zealand. 

13  These estimates are presented on a June year basis. 

14  The measure of productivity here is different from the one presented in Figure 4 insofar as it is a private sector rather than 

whole economy concept. Therefore the two measures cannot be compared directly. 
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 Forecasts of the capital stock depend on the amount of capital that is accumulated by 
firms and the Government (investment) and how much capital is lost each year as it wears 
out or becomes obsolete.15 Forecasts of investment depend on the expected return 
associated with it, which is a function of the cost of capital, the terms of trade and other 
influences on anticipated profit growth. Depreciation of fixed capital is forecast by 
examining recent trends in the data.  

 Forecasts of potential productivity are informed by trends in the data and an assessment 
of supply-side policy. Figure 5 shows a measure of productivity used in the New Zealand 
Treasury Model (NZTM) that the Treasury uses to construct its central economic forecast. 
The gradual pick-up in potential productivity growth is expected to continue over the next 
few years until it reaches what is judged to be its steady-state rate of 1.5% per annum. 

Changes Since Budget Update 2012 

The path of potential output is one of many judgements that the Treasury makes at each 
forecast round. Typically, changes to the path of potential output are small between forecast 
rounds, reflecting the belief that an additional couple of quarters of data says little about the 
ability of the economy to grow over five years. However, as evidence builds and new 
analytical methods become available, it is sometimes necessary to make larger adjustments 
to ensure the forecasts remain central. In this spirit, the Half Year Update incorporates a 
substantial downward revision to the forecast growth of potential output, reducing the 
average rate over the forecast period by around 0.6% per annum. This has been partly offset 
by a small upward adjustment to the estimate of the current margin of spare capacity in the 
economy. The net effect of these two judgements is to reduce the level of potential output in 
the second quarter of 2016 by around 2% of GDP – Figure 6. 

Figure 6 – Potential output level16   Figure 7 – Actual GDP revisions 
 

Source:  The Treasury  Source:  Statistics NZ 

 

This judgement reflects the expectation that potential output growth will be slower for longer 
than was expected at the time of the Budget Update and that most of this will be owing to 
slower potential productivity growth rather than weaker contributions from capital or labour. A 
number of factors have led to the formation of this view, which reflects an accumulation of 
evidence over time. 

                                                 

15  It is the non-housing capital stock that is of relevance here as housing is not utilised in the production process. 

16  The series in this chart have been adjusted for the effect of the data revisions illustrated in Figure 7. 
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Growth following financial crises and periods of high indebtedness tends to be slower for 
longer than after recessions that do not feature banking sector impairment. In the 2009 Budget 
Update, the Treasury lowered its forecast of potential output in the June 2013 quarter by 
around 5%. Since then, actual growth has been weaker than many forecasters expected, both 
in New Zealand and abroad.17 The suite of indicators outlined in Table 1 does not collectively 
point to any consistent increase in spare capacity in the economy, relative to forecast. 
Therefore, estimated potential growth has been weaker than expected – some possible 
explanations for this are discussed in Box 1. 

Box 1: Growth Following the Recession 

Since the recession ended, in 2009, actual economic growth has averaged around 2% per annum. 

This is slower than the economy has grown on average historically and slower than might ordinarily 

be expected, given that growth is typically stronger after recessions as spare capacity is taken up. 

The data suggest that this weakness has been concentrated in weak actual productivity growth 

(Figure 8). This box explores some of the explanations that have been offered to account for this. 

During recessions, output falls and 

unemployment rises and this was the case 

during New Zealand’s recent recession. 

However, unemployment increased by less than 

might be expected given its behaviour during 

previous recessions. Because productivity is 

defined as the amount of output per worker (or 

hour worked), this has implied a large fall in 

productivity. Some commentators have 

attributed this to “labour-hoarding” – 

employers retaining employees during the 

downturn in the hope that demand for the goods 

and services they produce will pick up in future. 

While there is some evidence of labour-hoarding during the period when output was declining, it is 

unlikely that this theory can explain all of the weakness in productivity growth since the recession 

ended. The reasons for this are twofold. First, for labour-hoarding to explain ongoing weakness in 

growth, it must be becoming more prevalent. But, with employment rising since the recession 

ended, this implies that firms have taken on more staff than they needed. Second, indicators of 

“churn” in the labour market point to an increase in the rate of inflows to and outflows from 

employment since the recession ended. Nonetheless, if there is currently a substantial amount of 

labour-hoarding occurring, this would be consistent with more spare capacity at the present time 

than is assumed in the central forecast and, therefore, faster actual growth in coming years. 

During the recession, the level of investment fell sharply and it remains significantly below pre-crisis 

levels. This implies that the capital stock has been growing more slowly than it did in the past and 

so the contribution of capital to actual productivity growth may have been weaker than usual. 

Furthermore, as equipment and buildings lay idle during the recession, some may have been 

scrapped or fallen into a state of disrepair – further reducing the capital stock. It is also likely that 

the Canterbury earthquakes have reduced the amount of capital available to produce goods and 

services. Because the capital stock may now be smaller, this implies less scope for stronger capital 

contributions in the future. However, the capital stock is large and investment flows are small by 

comparison. Therefore, weak capital growth is likely to be part of, but not the full explanation, of 

weak productivity growth since 2009. 

Figure 8 – The level of output per hour 

Source:  The Treasury 

                                                 

17  See Box 1. 
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Some commentators have suggested that the weak performance of the economy reflects 

ongoing effects arising from the global financial crisis. Tensions in global financial markets 

have continued well beyond the period when output was declining in advanced economies 

around the world and what began as a crisis in the market for American mortgage debt has 

evolved into a crisis afflicting some sovereign borrowers. This has greatly impaired the smooth 

functioning of the global banking system and, with little prospect of a swift resolution, it is likely 

that this impairment will continue well into the forecast period. The linkages between the crisis 

and the growth of the New Zealand economy are not clearly defined. If the weakness in credit 

growth since 2009 is indicative of tighter lending standards then this may be inhibiting the 

growth of riskier but, on average, more productive businesses. Likewise, if the low interest rate 

environment is allowing unproductive firms to stay in business then this could be interfering with 

the process of creative destruction which allocates capital to new and more productive firms. 

While exports to our major trading partners have suffered because of the weak growth in other 

advanced economies, growth has disappointed across a number of the components of expenditure 

GDP in New Zealand. It remains unclear as to how much of an effect the build-up in private sector 

financial liabilities in the years before the financial crisis is having on the economy today. As firms 

and households return their balance sheets to a more stable footing, this may be reflected in 

weaker consumption and investment growth while that happens and it is unclear how far this 

process has to run. There is some evidence to suggest that the sectors most exposed to credit 

growth before the recession began have been acting as the largest drags on growth since the 

recession ended. 

In summary, there are several reasons why the recovery since the recession has been relatively 

slow and some of those suggest that weak growth in recent years may not be offset by faster 

growth in future years. 

 

Data released since the 2012 Budget Update suggest that the economic recovery may have 
been weaker than previously thought. Actual GDP can be measured in three ways: by 
calculating the volume of goods and services produced; by adding up total spending on 
goods and services; or by summing the income flows associated with that spending. These 
are known as the production, expenditure and income approaches respectively. 
Theoretically, all three measures should be equal but, in practice, different data sources and 
measurement error mean a gap can open up between them. Typically, the most reliable 
indicator of real-time GDP is the production measure. But the Treasury also produces 
forecasts of the expenditure measure of GDP, largely because it is flows of spending upon 
which forecasts of the public finances depend and expenditure is the only measure of GDP 
for which nominal data are available on a quarterly basis.18  

At the time of the 2012 Budget Update there was an unusually large gap between the 
expenditure and production measures of GDP with the former some 4.5% per cent higher 
than the latter. While most weight is typically placed on the production measure in forming a 
view over the growth momentum of the economy, the Treasury makes use of the entire 
information set when producing its forecasts. When the time came to produce this Half Year 
Update, that piece of dissenting information had been revised away. The level of expenditure 
GDP was revised down and the gap in the final quarter of 2011 narrowed to around 1% - 
Figure 7. Since then, the gap has fallen to just 0.1% in the second quarter of 2012. 

                                                 

18  Income flows are also important determinants of tax receipts but these data are available only annually.  
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Given the availability of a new method for the assessment of potential output, the data 
revisions and the prolonged period over which potential output growth appears to have been 
weak, it no longer seems central to expect potential output growth to accelerate as swiftly as 
was assumed in the 2012 Budget Update. A combination of factors appears to be having a 
persistent effect on the supply potential of the New Zealand economy and it is now judged 
that this will continue for longer than previously expected.  

As can be seen in Figures 4 and 5, potential growth is expected to rise over the coming year 
and keep doing so in subsequent years before levelling out toward the end of the forecast 
period. If the effects of the ongoing financial crisis were to intensify, this would likely imply 
weaker potential output growth and weaker forecast actual GDP growth. Likewise, if the 
margin of spare capacity in the economy has been underestimated, then actual growth will 
be stronger than expected and the level of potential output at the end (and at the start) of the 
forecast will be higher. Overall, the risks to the forecast level of potential output are judged to 
be equally balanced.  

External Forecasts of Potential Output  

Uncertainty around potential output has increased further since the global financial crisis and 
this has been reflected in the international debate on the subject. A number of institutions 
have reduced their estimates of potential output for advanced economies since the financial 
crisis began, including the IMF, the OECD and the European Commission. 

In its World Economic Outlook, published in October 2012, the IMF judged that potential output 
in New Zealand grew at 1.1% on average between 2010 and 2012, a little lower than the 
Treasury’s latest estimate of 1.3%. Between 2013 and 2016 the IMF expects potential output 
growth to average 2.3% per annum in New Zealand, compared with the Half Year Update 
forecast of around 2.2%.19 On balance, there is now little to distinguish the Treasury’s 
forecasts of potential output from those of the IMF and the OECD, as illustrated in Figure 9. 
The Reserve Bank’s potential output growth forecast is very similar to that presented in the 
central forecast but it judges the level of spare capacity in the economy is narrower than 
assumed in this Update. The Reserve Bank revised down its forecast for the level of potential 
output at the end of its forecast period by around 2% in its June 2012 Monetary Policy 
Statement (MPS). Since then its revisions to the level of potential have been smaller. 

                                                 

19  The IMF presents actual forecasts out to 2017 but no output gap forecasts beyond 2013. This analysis assumes that the 

output gap is closed from 2014 onwards – a reasonable assumption given the IMF expects there to be just 0.2% spare 

capacity over 2013. The OECD uses expenditure GDP as its headline measure, so to present it on a similar basis the 

estimates have been scaled to match the level of production GDP. For these reasons, both measures should be considered 

broadly indicative and not fully consistent with the published estimates. 
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Figure 9 – Forecasts of potential GDP     Figure 10 – Forecasts of actual GDP 
 

Sources:  The Treasury, IMF, Reserve Bank, OECD  Sources:  The Treasury, Consensus Economics Ltd 

 

Not all forecasters publish their potential output projections, so comparing estimates for the 
New Zealand economy is not a simple task. However, assuming outside forecasts are 
consistent with the economy operating at around its potential towards the end of the forecast 
period means that actual GDP forecasts can be used as a proxy for potential GDP forecasts. 
It is clear from Figure 10 that, following the downward revision to actual output, the 
Treasury’s forecast for the level of GDP toward the end of the forecast period is now 
considerably closer to the average of independent forecasts than it was at the time of the 
Budget Update. 

Ongoing Assessment 

The Treasury will continue to monitor economic indicators closely and assess what they say 
about the supply potential of the New Zealand economy. Annual GDP data, published on 
November 21, show that nominal GDP is now thought to have grown faster than previously 
thought in recent years. It is unclear how much of this revision will be reflected in estimates 
of real GDP but this will become apparent when the September 2012 quarter GDP data are 
released on 20 December. These revisions to historical GDP could have implications for the 
assessment of potential output and the output gap. In the near future, the Treasury also 
intends to publish a working paper providing more detail about the Small Macro Model used 
to estimate potential output. 

 

 

 

 

 

Published at http://www.treasury.govt.nz/budget/forecasts/hyefu2012 
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