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Author's Background  
This report has been prepared by Professor Shaun P. Vahey.  I am an academic 

macroeconomist and have published many research papers in empirical 

macroeconomics.  I have extensive experience as a researcher and research director 

at central banks, with a particular expertise in measuring inflation, expectations and 

real-time forecasting of inflation.  My curriculum vitae can be found in Appendix 

2.  I have read the document “Expert witnesses in proceedings in the Federal Court 

of Australia” which is attached as Appendix 3.  This report has been prepared in 

accordance with those guidelines.  An expert witness compliance declaration can be 

found following the reference list at the end of the report. 

 

 

CONTEXT OF THE REPORT 
 

As described in the Terms of Reference (see Appendix 1), various stakeholders 

requested a reconsideration of the AER’s approach to estimating expected inflation. 

In April 2017, the AER published a discussion paper.  This was followed by 

submissions by stakeholders, with a consultant report supplied by Professor Shaun 

Vahey, referred to hereafter as the “Vahey Report”, and then the AER’s Preliminary 

Position paper was released.  

 

The AER has requested a response to the submission received from Spark 

Infrastructure in response to the AER’s Preliminary Position paper, as part of the 

AER’s Review of Expected Inflation 2017. 

  

The specific suggestions from Spark Infrastructure, dated 9 November 2017, were 

as follows:  

A.  Forecast inflation errors are large and asymmetrical, as demonstrated in the 

Vahey Report. 
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B.  It is unlikely that inflation expectations will remain anchored to the mid-point of 

the RBA’s target band for inflation. 

 

C.  The AER’s current method is likely to produce asymmetrical errors. 

 

 

AER’S PRELIMINARY POSITION PAPER 

 

The AER Preliminary Position (AER PP, October 2017) paper proposes that the 

existing method for constructing the “best” estimate of expected inflation is used in 

the future.  The current approach follows the suggestions outlined in the AER 

Discussion Paper (AER DP).  An important input into this was the ACCC/AER 

Working Paper No. 11 (ACCC/AER WP). 

 

Submissions from the stakeholders focused on: (i) the methodology for estimating 

expected inflation; and, (ii) whether the current revenue and pricing model provides 

an efficient risk allocation.  The Vahey Report is concerned only with the first 

aspect.  In the AER PP, this is covered in Section 2.3 “Issue 1: What method should 

we use to estimate expected inflation?”. 

 

The approach is described on page 12 of the AER PP as follows. 

“The approach we currently use is relatively simple and transparent and has been 

employed in all of our decisions since 2008.  We use forecasts of inflation published 

by the Reserve Bank of Australia (RBA) for the next two years, which is the limit of 

this forecast series.  We combine these two values with the midpoint of the RBA's 

target band for inflation (currently 2.5 per cent) to extend the series out to ten years. 

The estimate of expected annual inflation is then the average of these ten yearly 

figures.  We adopted this approach in 2008 after service providers proposed it as the 

best method for estimating inflation.” 

 

The AER PP discusses a number of alternatives, drawing on the analysis in the 

earlier ACCC/AER WP.  In particular, estimates based on  

1. The current approach – often referred to as the RBA method; 
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2. Inflation linked bonds – sometimes known as the bond breakeven inflation rate 

(BBIR) approach; 

3. Swaps; and, 

4. Surveys. 

 

Noting that all approaches have strengths and weaknesses, and that no single 

estimate of expected inflation will be correct all of the time, the AER PP argues that 

the current approach is the best available.  Particular strengths include the 

transparency, simplicity and replicability of the calculations.  The Vahey Report 

supports the choice explicitly as follows: “Correctly in my view, the AER DP argues 

that this is the most appealing of the approaches, based on the selection criteria”.   

 

Section 3.2 of the AER PP discusses the “Best Estimate of Expected Inflation” in 

greater detail.  It notes that discrepancies can arise between the mean, the median 

and the mode in short samples of inflation realisations.   That characteristic is noted 

too in the Vahey Report.  That report also emphasises that over the whole inflation 

targeting sample, the mean, the median and the mode coincide at the centre of the 

RBA’s inflation target band. 

 

The Vahey Report notes that the conventional and widely accepted interpretation of 

expected inflation concerns a point estimate of the future path of inflation over the 

relevant horizon.  In this case, ten years.  There is no reason to think that the 

historical distribution of inflation since the onset of inflation targeting will be 

exactly repeated in the next ten years.  Nor is there any theoretical or empirical 

justification to believe that the historical distribution of realisations over any 

particular subsample will be exactly replicated in the future.  However, the entire 

history of the inflation targeting period does utilise a large sample and provides an 

unbiased “long-run” point forecast of inflation, provided the RBA’s inflation 

targeting regime is credible.  

 

The subsequent section of this report goes through the most recent submission from 

Spark Infrastructure, dated November 2017.  However, to cut to the chase, no new 

substantive issues are raised in that submission on how to best estimate expected 

inflation.   
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My view is still that the AER’s current approach represents the most appealing of 

the existing options. 

 
 

RESPONSE TO SUBMISSION BY SPARK 

INFRASTRUCUTRE 

 

Background 

 

The submission from Spark Infrastructure in November 2017 focuses on the scope 

for skew in the distribution for Australian inflation.  As the Vahey Report discusses, 

at a conceptual level there is an (unknown) distribution of inflation expectations, and 

agents will differ in their expectations.  All existing academic studies of Australian 

inflation limit consideration to symmetric inflation risks.  Then, the three well-

known measures of the central tendency, the mean, the median and the mode, are 

equal.   

 

With this as background, the remainder of this section discusses specific suggestions 

in the Spark Infrastructure submission. 

 

Forecast inflation errors are large and asymmetrical 

 

The Vahey Report shows that the historical distribution of inflation realisations since 

the introduction of inflation targeting exhibits a minor degree of skew.   The mean, 

the median and the mode since the introduction of inflation targeting have been 

approximately equal and centred on 2.5 percent, the mid-point of the RBA’s inflation 

band.  In terms of the central tendency in the unconditional historical distribution, 

the skew is insignificant.  

If the focus is restricted to the last ten years of data, there is some evidence the central 

tendency of the distribution differs from the unconditional mean of the full sample 

of inflation targeting data.  Nevertheless, as the Vahey Report notes, the mean of the 
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historical inflation realisations over that period is very close to the midpoint of the 

target band, at 2.4 percent.  Moreover, in any particular ten-year window, the ex post 

mean of inflation will typically differ from the unconditional mean.  To illustrate 

this, inflation data were downloaded from the RBA's website for the CPI (excluding 

adjustments for tax and interest charges) for the ten years spanning 2002Q3 to 

2012Q2.  The sample mean of the inflation realisations for this window of data was 

greater than the midpoint of the RBA’s target band, at approximately 2.8 percent.   

There are, of course, many ten-year rolling windows of data that could be sampled.  

None of them, individually, provide a reliable estimate of expected future inflation, 

over the next ten years, or beyond.  For example, no central bank uses that approach 

to assess inflation expectations.  Such an approach would yield a biased estimate of 

the unconditional mean of the unknown inflation distribution. 

The key issue here is whether Australian inflation is expected to be skewed in the 

future.  There is no evidence in the Vahey Report that this is the case and I know of 

no academic studies that support this view.    

It is worth emphasising too that fluctuations outside the inflation target band are 

usual in Australia.  The Vahey Report notes this.  However, no evidence is presented 

in the Vahey Report to suggest that forecast errors have been “unusually” large since 

the introduction of inflation targeting, over the last ten years, or that they will be in 

the future.  I know of no existing academic studies making this claim based on 

Australian inflation data.  
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Inflation expectations may not be anchored to the mid-point of the RBA’s target  

 

The current approach relies in the longer term on the RBA’s target band for inflation, 

using the midpoint of that band, 2.5 percent.  This midpoint is at least as good as 

comparable forecasts from professional economists and financial markets in terms 

of (point) accuracy over the relevant time horizon.   I have seen no Australian studies 

that indicate a more accurate forecast exists over the ten-year horizon in terms of 

conventional performance metrics, such as root mean squared forecast error.  

 

It is important to emphasise again that the RBA’s target is defined in terms of the 

"medium-term" average, so the target doesn't commit the RBA to keeping inflation 

within the target band with a certain probability.  Short-term inflation fluctuations 

outside the target band have been common and will be in the future.  

 

As the Vahey Report emphasises, a loss of credibility by an independent RBA only 

seems plausible if nominal interest rates are effectively zero in Australia and the 

economy faces persistent deflationary pressures.  Several of the original submissions 

drew attention to the likelihood of low inflation in the future, given that nominal 

interest rates are at historically low levels by Australian standards (although not 

zero).  There is some anxiety that weak aggregate demand in the Australian economy 

will persist somewhat in the future.  But, there are also good reasons to think that in 

the future aggregate demand will be unexpectedly strong, periodically.   I have seen 

no academic studies indicating that the RBA will fail to anchor inflation in the future, 

or that they have in the past.  

The methodology used to extract the best estimate of expected inflation should 

balance the RBA’s assessment of inflation risks, on both the upside and the 

downside, to ensure that the public trust the methodology.  The credibility of the 

RBA underwrites the current methodology. 
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The current approach is likely to produce asymmetrical errors 

 

The Vahey Report shows that during the RBA’s inflation targeting regime, the 

sample mean, the mode and the median are all at (approximately) 2.5 percent.  The 

midpoint of the inflation target band coincides with the centre of the estimated 

unconditional mean of Australian inflation and there is no deviation between the 

various measures of the central tendency. 

 

This does not guarantee that in the future the forecast errors over any particular ten-

year horizon will be mean zero.  Over fairly short (40 quarterly observations) 

samples of inflation data, short-term macroeconomic fluctuations will happen and 

cause inflation realisations to be periodically above and periodically below the best 

estimate of expected inflation.  The existence of asymmetrical forecast errors over a 

relatively short window of sample data does not imply that the current methodology 

is flawed.  

 

The key question is whether the current methodology will produce a biased estimate 

of expected inflation in the future.  No theoretical or credible empirical evidence has 

been presented to support that view. 

 

I conclude, therefore, that the current methodology (in part, based on the mid-point 

of the RBA’s target band) is the best according to the criteria used by the AER.   
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