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Dr Martin Parkinson PSM

Secretary to the Treasury

Treasury Building

Langton Crescent, Parkes ACT 2600

Dear Dr Parkinson,

We have pleasure in presenting to you the Treasury Forecasting Review (attached). With the last major
review completed in 2005, the intention of this Review is to undertake an up-to-date ‘health check’ of the
Treasury's economic and revenue forecasting processes and associated performance. The Advisory Panel
considers that those objectives have been achieved.

The report was prepared by the Secretariat established within the Treasury for that purpose. The Review
does not include the 2012-13 Budget forecasts since outcomes for 2012-13 are not yet available. The
Secretariat has authored the report and is responsible for the data, analysis and commentary in the report.
The Advisory Panel has played an oversight role, including providing comments and suggestions to the
Secretariat on the scope and content of the report.

In addition, the Advisory Panel has prepared the Executive Summary which includes a number of
recommendations and suggestions for further improving the Treasury’s forecasting processes going
forward. The Advisory Panel considers that these suggestions may assist the Treasury in meeting the
considerable forecasting challenges that arise during times of heightened economic uncertainty and
volatility.

The members of the Advisory Panel would like to thank you for the opportunity of contributing to this
Review. We would also like to thank the members of the Secretariat for their co-operative and unfailingly
helpful approach throughout to the various discussions about forecasting methodologies, assessments of
the quality of the forecasts and the governance arrangements for producing the forecasts, and for their
willingness to either debate or take on board the Advisory Panel’s suggestions.

The Advisory Panel considers that periodic reviews of the Treasury’s forecasting methodology and record
involving external advisers are to be commended and reflect positively on the Treasury.

Yours sincerely

%@w{/ 7 (m lhyad

Dr David Chessell (Chair) Mr Peter Crone
Dr Malcolm Edey Dr Lynne Williams

Advisory Panel to the Review of Treasury Macroeconomic and Revenue Forecasting
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TERMS OF REFERENCE

Review of Treasury Macroeconomic and Revenue Forecasting
Background

Treasury’s forecasting of the macroeconomy and revenues operates in an environment of continuous
evaluation and development. The forecasts are regularly subjected to internal review and to external
review as part of the quarterly Joint Economic Forecasting Group (JEFG) meetings with relevant
agencies. However, from time to time, it is valuable to formally take stock of the Department’s
forecasting capability and performance. This was most recently done in 2005 for both macroeconomic
and revenue forecasting, and it is timely to again take stock.

Scope

The review will assess the quality of Treasury forecasting of the macroeconomy and revenue by
examining the appropriateness of forecasting methodologies and comparing forecast accuracy with other
forecasters both in Australia and overseas.

Governance

The review will be undertaken by a team within Treasury, overseen by an independent external Reference
Group with relevant expertise.

Timing
Three months.
Reporting

A summary of the Review will be published later in the year.
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EXECUTIVE SUMMARY

Introduction

The past 10 years has been challenging for economic and revenue forecasting. Two major
developments in particular stand out. The first relates to rapid rates of industrialisation in Asia,
particularly in China, which increased worldwide demand for natural resources and, in turn,
underpinned a sharp sustained rise in commodity prices and a mining investment boom (Mining
Boom Mark I). The second relates to the impact of the global financial crisis and its aftermath on the
Australian economy and taxation receipts and the emergence of a second phase of the mining boom
(GFC and Mining Boom Mark II).

In common with many forecasters in Australia and overseas, Treasury has experienced mixed success
forecasting over this period. In particular, the identification and prediction of major turning points in
economic activity recently has been a failing of most forecasters around the world. Against this
backdrop of a volatile economic environment, and the time that has passed since the previous review,
Treasury decided that it was again timely to formally take stock of the Department’s forecasting
practices, capability and performance.

The Review has:

. assessed the quality of Treasury’s macroeconomic and revenue forecasts by examining the
appropriateness of forecasting methodologies and, data permitting, comparing forecast
accuracy with other forecasters, both in Australia and overseas, over periods between 1990-91
and 2011-12; and

. prepared two case studies, which relate to the most recent challenges confronting forecasters,
namely Mining Boom Mark I (2003-04 to 2007-08) and the GFC and Mining Boom Mark II
(2008-09 to 2011-12).

A Secretariat was established within Treasury for this purpose, overseen by an independent external
reference group.

Treasury’s Macroeconomic and Revenue Forecasting Methodology

The Review’s terms of reference require the quality of Treasury’s forecasts to be assessed by first
examining the appropriateness of forecasting methodologies. With this end in mind, a high-level
survey of international forecasting practices has been prepared that provides a benchmark against
which to assess Treasury’s forecasting methodology. The Review has assessed Treasury’s forecasting
processes against the criteria that Treasury:

. draws upon the full range of information in preparing its forecasts;

. utilises this information efficiently by drawing upon models/technical tools appropriate to the
forecasting task; and

. has governance arrangements in place that provide quality assurance of its forecasts and ensure
continuous evaluation of its methodology.

The Review finds that Treasury has made a substantial investment in its macroeconomic and taxation
revenue forecasting capability over an extended period, recognising the need for specialist expertise
and techniques in these areas that takes considerable time and resources to build and maintain. As
noted below, in recent years Treasury has overhauled the data and methodology used to forecast
taxation revenue.
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Review of Treasury Macroeconomic and Revenue Forecasting

The Review finds that Treasury’s macroeconomic forecasting approach draws upon the full range of
information and modelling techniques used by comparable official agencies overseas. It also finds that
the relative weight placed on the various macroeconomic forecasting methodologies — including
structural econometric models and equations, business liaison and judgement — is broadly
appropriate.

Similarly, the Review finds that, where information is available, Treasury’s revenue forecasting
methodology is comparable to those of official agencies overseas. Forecasts of taxation revenue are
built up from forecasts of individual revenue heads, which are based on Treasury’s macroeconomic
forecasts of the relevant economic base, along with mapping models. The mapping models are
accounting frameworks that adjust for the differences between taxable and economic bases (for
example the difference between economic and taxable income for companies).

The Review has made recommendations that would enhance Treasury’s existing forecasting
methodology, as follows:

Recommendation 1: Given the importance of information on economic conditions obtained
from business liaison — and the capacity of this source to inform the forecasts — Treasury
should investigate with the Reserve Bank of Australia more formal channels through which to
exchange insights from their respective programs, such as during the quarterly joint forecasting
rounds (without compromising the confidentiality of liaison contacts). Similarly, Treasury
should also investigate whether further information can be drawn from the Australian Taxation
Office’s liaison with large corporate taxpayers for revenue forecasting purposes.

Recommendation 2: A detailed assessment of the role, and appropriate type, of Treasury’s
macro econometric model was beyond the scope of this Review. However, the Review believes
it is important to embed the redeveloped TRYM model into the economic forecasting process,
both as a complement to the existing forecasting framework and to facilitate analysis of the
impact of shocks to the domestic economy.

Recommendation 3: Treasury should examine the feasibility of constructing a micro simulation
model for forecasting personal income tax, as is the practice in the United States and United
Kingdom.

The Review finds that Treasury has robust governance arrangements in place to quality assure its
forecasts through a process of peer review. Treasury maintains an ongoing dialogue on the
macroeconomic outlook with private sector forecasters, largely those employed in the financial sector.
As part of the forecast round, Treasury’s forecasts are first subject to internal review. They are then
subject to the formal peer review of other government agencies. In particular, the macroeconomic
outlook is discussed at the Joint Economic Forecasting Group (JEFG) meeting with representatives of
the Reserve Bank of Australia, Australian Government central agencies and the Australian Bureau of
Statistics. The revenue outlook is discussed at revenue conferences held with the Australian Taxation
Office and the Australian Customs and Border Protection Service.

The Review also finds that Treasury’s forecasting methodology operates in an environment of
continuous internal evaluation and development, with forecast errors regularly reviewed, driving a
quest for improvements in forecasting practices. In this regard, the Review notes that Treasury has
employed an in-house technical specialist to ensure that its macroeconomic technical models/tools are
at the cutting edge of macroeconomic forecasting practice, within the overall modelling strategy that
Treasury has adopted.
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2005 Review of Forecasting the Nominal Economy and Tax Revenue

The last major review of Treasury’s forecasting performance was in 2005. It was commissioned in
response to significant upward revisions to successive published forecasts of Australian Government
taxation revenue over a number of years, which had drawn into question the quality of Treasury’s
forecasts at that time.

The major findings of the 2005 Review related to the revenue forecasts and revenue forecasting
methodology and included that:

. the underestimation in Treasury’s revenue forecasts appeared to reflect a series of conservative
biases in the forecasting process that implied that forecast revenue growth was insufficiently
sensitive to nominal GDP growth;

. Treasury had an inadequate understanding of the relationship between the nominal economy
and taxation revenue; and

. Treasury’s capacity to undertake meaningful analysis of taxation revenue had been severely
hampered by underinvestment in taxation revenue data.

In response to these findings, Treasury’s Executive Board established a team to implement the
review’s recommendations that were designed to overhaul the data and methodology used to forecast
taxation revenue. The team subsequently made major investments in the quality of revenue data sets
and forecasting methodology. Over time, these investments enabled the development of improved
models of individual heads of revenue which, in turn, has seen Treasury place more weight on these
models to generate revenue forecasts and less weight on econometric approaches to estimating
aggregate revenue.

The Review finds that Treasury has largely implemented the other recommendations of the
2005 Review, which were designed to improve the professional interactions between the economic
and revenue forecasters; to enhance the skill sets of the revenue forecasters; and to increase the
emphasis given to the nominal economy in the macroeconomic forecasting area.

Strengthening the Governance of Treasury’s Forecasting Processes

Notwithstanding the generally robust nature of existing practices, the Review has made some
recommendations that would strengthen existing governance arrangements in order to improve the
credibility and transparency of Treasury’s forecasting processes. These recommendations would also
bring these arrangements more in line with the practices of official agencies overseas.

The importance of credible and transparent forecasts in supporting public confidence has been
highlighted by current global economic uncertainty. Publishing forecasting models, data, and
technical assumptions in order to open them up to external scrutiny provides greater transparency. It
also allows for feedback and testing of assumptions, leading to model improvements over time, as
well as enhancing the credibility of the model’s forecasts. These considerations lead the Review to
recommend:

Recommendation 4: Treasury should publish technical documentation that describes the data
and the conceptual and econometric basis of models used for economic and revenue
forecasting. A number of official agencies overseas have published technical documentation of
their forecasting models.

Large forecasting errors can reduce the credibility of forecasts, particularly as they are viewed with
the benefit of hindsight (which reveals information that was not available to the forecaster at the time
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the forecasts were prepared). In this regard the Review notes that forecasting is an inherently difficult
exercise and, on occasion, large forecasting errors are inevitable, especially at times of economic
volatility. Regular public reviews of forecasting performance can help to provide perspective on
forecast errors. They can also improve the transparency of the forecasting process. These
considerations lead the Review to recommend:

Recommendation 5: Treasury should include in the Budget papers a high level review of the
economic forecast errors (nominal and real GDP) for the previous financial year, as a
complement to the existing discussion of revenue forecasting errors.

Recommendation 6: Reviews of Treasury’s forecasting performance should be undertaken at
least every five years to examine the causes of forecast errors and to help identify areas in
which Treasury’s forecasting methodology could be improved. These Reviews should be
overseen by an independent external reference group.

Performance of the Nominal Economy Forecasts

The Review’s terms of reference also require the quality of Treasury’s forecasts to be assessed by
comparing the accuracy of Treasury’s forecasts with other forecasters, both in Australia and overseas.
The Review has assessed Treasury’s forecast performance against two desirable properties of
forecasts:

. the forecasts should be unbiased, that is to say the expected forecast error should be zero; and

. the forecasts should be accurate, that is the actual forecast errors should be minimised to the
extent possible.

The Review finds that Budget forecasts of nominal GDP growth exhibit little evidence of bias over
the past two decades, with the average Budget forecast error being insignificantly different from zero
over this period. That said, an examination of the patterns in forecast errors reveals a more variable
performance, with the forecast errors being correlated with the economic cycle (Figure 1). Hence,
with the benefit of hindsight, Treasury has tended to underestimate growth during economic upswings
and overestimate growth during economic downturns." These have been broadly offsetting over the
full sample.

This observation is not altogether surprising. ‘It is in the nature of forecasting that errors will be larger
around turning points in the economic cycle and smaller when the economy achieves stable,
near-trend growth. Indeed, for most plausible stochastic processes driving GDP growth, optimal
forecasts will exhibit the property that forecast errors are larger than average when growth outcomes
turn out to be well-above or well-below trend’.”

! This may also reflect that Treasury can tend to remain too close to trend in forecasting growth, underestimating the size of
peaks and troughs in the economic cycle.
2 Gruen, D. and Stephan, D (2010), ‘Forecasting in the Eye of the Storm’, Address to the NSW Economic Society, 4 June.
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Figure 1: Evolution of Nominal GDP Growth Forecasts
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Note: In some years, the last forecast differs noticeably from the June 2012 published outcome. This is usually because of
significant revisions to the estimated outcome between the first and most recent National Accounts releases.

The finding that Budget forecasts of nominal GDP growth exhibit little evidence of bias is in contrast
with those of a recent study by Jeffrey Frankel of official government real growth rate (and budget
balance) forecasts between 1985 and 2009 in 33 countries (including Australia).” That study found
that official agency forecasts tended to have a positive average bias (that is, forecasts on average
higher than outcomes); are more biased in booms; and are even more biased at the three-year horizon
than at shorter horizons. The data for Australia indicate little evidence of bias in this regard compared
with other countries.

The Review also finds that Treasury’s macroeconomic forecasts have been reasonably accurate. Over
the past two decades, Budget forecasts of nominal economic growth have exhibited a mean absolute
percentage error (MAPE) of 1.6 percentage points. Treasury’s macroeconomic forecasting
performance is comparable with that of other domestic forecasters. In fact, the overriding impression
of the forecast errors of Treasury, the Reserve Bank and Deloitte-Access Economics (Access) is the
similarity in the error patterns across agencies (with errors for each agency exhibiting significant
variation across time). *

On the other hand, Treasury’s forecasts are comparable with, or better than, those of official agencies
overseas, although some caution is required in making cross country comparisons over a period as
short as ten years, and given that official agencies prepare forecasts at different times in the year
(Figure 2). Treasury’s forecasts also compare favourably with statistical benchmarks generated by a
naive trend forecasting rule, which assumes that the series being forecast simply continues to grow at
its recent average observed rate (one, three, five and ten-year moving averages of the forecast series
were considered).

* Frankel, J. (2011), ‘Over-optimism in Forecasts by Official Budget Agencies and its Implications’, Oxford Review of
Economic Policy 27(4), pp 536-562.

* The Review acknowledges the difficulty of drawing exact like-with-like forecast comparisons. The forecasting institutions
run on different timetables, and forecasts made later will naturally have an advantage over those made earlier for a given
reference period. For example, the timing of Treasury forecasts has tended to be optimised around the release of national
accounts data, whereas for the RBA they are more likely to be optimised around the release of CPI data. This would
contribute to the configuration of relative results for the two sets of forecasts. Results are likely to be sensitive to the choice
of sub-periods.
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Figure 2: International Comparison of Budget Forecast Errors across Official Agencies
Nominal GDP Growth: 2001-02 to 2010-11
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Note: Australia’s Budget is published in early May, two months before of the start of the Budget financial year; the
United Kingdom’s Budget is published in March, a month before the start of its Budget financial year; Canada’s Budget is
generally published in February/March, within its Budget calendar year, New Zealand’s Budget is published in May,
two months before its Budget financial year; and the United States’ Budget is published in February eight months before the
start of its Budget financial year.

Within these general findings, however, Treasury’s macroeconomic forecasts exhibit periods of high
accuracy, interspersed with occasional periods with large outliers. In particular, Treasury
overestimated nominal GDP growth in the early 1990s, as the recession at that time, and the related
rapid re-establishment of low inflation, was not forecast. More recently, Treasury has also
underestimated nominal economic growth during Mining Boom Mark I and large nominal economy
forecast errors were generated during the GFC.

Experience suggests that these extreme events are particularly difficult to forecast. In these
circumstances, large forecast errors may not necessarily indicate poor forecasting practice. Instead,
they may reflect a more volatile and less predictable economic environment. Even if more resources
were allocated to economic forecasting, it is not clear this would produce more accurate outcomes. In
this regard, it is worth observing that all official agencies failed to forecast the onset of the GFC in
2008-09 and then appeared to overstate its effect on activity in 2009-10, albeit to a varying degree
(Figure 2). Case studies have been prepared, outlined below, that discuss Treasury’s forecasting
performance in the face of the two major recent forecasting challenges, namely Mining Boom Mark I
and the GFC and Mining Boom Mark II.

The Review has also found that Treasury’s forecasts of GDP deflator growth are less accurate than
those of real GDP growth. There were extended periods in the 1990s where Treasury’s forecasts of
GDP deflator growth were overestimated. In contrast, for periods in the 2000s outcomes were
underestimated. In the 2000s, this substantially reflected the difficulty of forecasting commodity
prices. These observations lead the Review to recommend that:

Recommendation 7: Treasury should invest relatively more resources in understanding and
forecasting GDP deflator growth and its components, in particular, commodity prices, and
hence in nominal GDP growth.
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Performance of the Taxation Revenue Forecasts

The Review finds that Budget forecasts of taxation revenue have also exhibited little evidence of bias
over the past two decades, with the average Budget forecast error being insignificantly different from
zero over this period. That said, as was the case with the macroeconomic forecasts, an examination of
the patterns in forecast errors reveals sustained periods where Treasury has under and over-forecast
revenue, with offsetting impacts over the full sample (Figure 3). In part, this has reflected patterns in
the nominal economy forecast errors. While the 2005 Review found that the underestimation of
taxation revenue in the first half of the past decade appeared to reflect a series of conservative biases
in the forecasting process, methodological improvements appear to have removed these biases. Using
the improved methodologies, remaining underestimation of revenue over that time period appears to
reflect errors in forecasts of the nominal economy and asset prices, although as discussed in the case
study on the GFC and Mining Boom Mark II, there are continuing issues with company tax revenue
forecasts.

Figure 3: Evolution of Taxation Revenue Growth Forecasts
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Taking into account the high degree of difficulty inherent in preparing revenue forecasts, the Review
finds that those of Treasury are reasonably accurate. Over the past two decades Budget taxation
revenue forecasts have exhibited a MAPE of 2.7 percentage points. This means that the average
absolute Budget forecast error is around $8 billion (in 2011-12 dollars). Treasury’s forecasting
performance is comparable with that of Access, which is the only other domestic forecaster that has
published a significant history of taxation revenue forecasts. As was apparent with the
macroeconomic forecast comparison, the overriding impression of the forecast errors of Treasury and
Access is the similarity in the error patterns across agencies (with errors for each agency exhibiting
significant variation across time).

Treasury’s revenue forecasts are comparable with, or better than, those of official agencies overseas
over the past decade (Figure 4). Treasury’s forecasts also display less bias than some official agencies
over this period. It is worth observing that all official agencies overseas significantly over-predicted
revenue for 2008-09, the year of the onset of the GFC. The pattern in 2009-10 is less clear: Australia,
Canada and New Zealand made quite accurate forecasts, while the United Kingdom overestimated the
impact of the GFC on taxation revenue and the United States underestimated its impact.
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Figure 4: International Comparison of Budget Forecast Errors across Official Agencies
Taxation Revenue: 2001-02 to 2010-11
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(b) Adjusted for post-Budget policy change.

Note: Australia’s Budget is published in early May, two months before the Budget financial year; Canada’s Budget generally
published in February/March, around one month before the Budget financial year; New Zealand’s Budget in May,
two months before the Budget financial year; the United Kingdom’s Budget in March, one month before the Budget
financial year; and the United States’ Budget in February, eight months before the Budget financial year.

Treasury’s taxation revenue forecasts also outperform those generated by a naive trend forecasting
rule, which assumes that the series being forecast simply continues to grow at its recent average
observed underlying rate (one, three, five and ten-year moving averages of the forecast series were
considered).

A major contributor to the errors in the taxation revenue forecasts are the errors in the macroeconomic
forecasts. However, there are additional sources of error that reflect tax-specific factors, such as the
timing of the receipt of revenue. As a consequence, the taxation revenue errors are generally larger
than the macroeconomic errors. Over the past two decades, the MAPE for the Budget revenue growth
forecasts has been around one percentage point higher than the MAPE for the Budget nominal GDP
growth forecasts. That said, overall the taxation revenue forecast errors are reasonably well correlated
with the nominal economy forecast errors.

The Review also finds that the heads of revenue with the largest forecast errors in recent years have
been company tax and capital gains tax. Unsurprisingly, these are also two of the most volatile
revenue heads, and they have been particularly challenging to forecast during the GFC and its
aftermath. This is discussed in more detail in the case studies.

Case Study 1: Mining Boom Mark I

Rapid rates of industrialisation in Asia, particularly in China, increased worldwide demand for natural
resources and, in turn, underpinned a sharp sustained rise in mining output prices through the
mid-2000s, and a mining investment boom. In common with many other forecasters, Treasury
underestimated the extent of the consequent increase in Australia’s terms of trade through the
mid-2000s, which led to the underestimation of nominal economic and taxation revenue outcomes
(see Figure 5 and 1 and 3, above).
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Figure 5: Budget Forecasts of Australia’s Terms of Trade
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Note: The figure plots the forecast level of the terms of trade against outcomes, with the forecast level derived from forecast
growth rates of the terms of trade from successive Budgets, beginning with the 2005-06 Budget.

The Review finds that Treasury’s terms of trade forecast errors largely reflected misjudgements of the
evolution of the Chinese economy and the mining sector during this period, although, it would
perhaps also be fair to conclude that Treasury had adopted a conservative approach to forecasting
commodity prices over these years. The misjudgements contributed to commodity prices exceeding
Treasury’s expectations. The first of these was Treasury consistently underestimating economic
growth in China, drawing heavily upon Consensus Economics forecasts, and hence the underlying
strength of demand for iron ore and metallurgical coal. Chinese economic growth was underestimated
on average by 2'2 percentage points per annum over the period 2003 and 2007.

On the supply side, Treasury also overestimated the speed at which global mining production would
respond to the rise in mining output prices. Treasury’s assessment was based on mining companies’
global projections for investment, production and export volumes, which consistently exceeded actual
outcomes. In Australia this partly reflected infrastructure bottlenecks and the impact of natural
disasters. This misjudgement saw Treasury’s forecasts for export volumes consistently overstated
over the period 2003-04 to 2008-09.

In response to these forecast errors, Treasury has substantially expanded its capability to forecast
commodity prices and volumes by investing in a deeper understanding of the prospects for the
Chinese and Indian economies, on the demand side, and developments among competing mining
producers, on the supply side. In particular:

. as part of the JEFG process, a balance of payments subcommittee has been established to draw
upon the expertise of the Bureau of Resources and Energy Economics to forecast the outlook

for bulk commodities;

. a dedicated unit has been established within Treasury that focusses on the Chinese economy
and Treasury representation in Asia has been enhanced by opening up a new post in India;

. Treasury’s business liaison program has been refocused to place greater weight on the mining
industry; and

. a major project is underway which uses detailed projections of commodity supply and demand
to model the likely outlook for commodity prices through the medium-term.
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The Review finds that Treasury also underestimated taxation revenue over this period. This reflected
large forecast errors in the income tax withholding, company tax and capital gains tax revenue heads
(Figure 6, left hand panel). To examine the extent to which these errors reflected forecast errors of
nominal economic growth and outcomes for asset prices, a counterfactual exercise has been
undertaken that prepared revenue forecasts over Mining Boom Mark 1 using actual, rather than
forecast, nominal economic outcomes and asset prices.

On the basis of the counterfactual exercise, the Review finds that most of the revenue forecasting
errors over this period could be attributed to errors in the nominal economy forecasts, rather than any
systematic tendency to underestimate revenue during a boom period (Figure 6, right hand panel).
While this provides some confidence in the integrity of the revenue forecasting methodology, this is
not to downplay the inherent difficulty of forecasting revenue during this volatile period, and in
particular the difficulty of forecasting sharp sustained rises in commodity prices and asset prices (such
as house and equity prices).

Figure 6: Contribution to Budget Taxation Revenue Forecast Error by Major Head of Revenue
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Note: The counterfactual exercise uses a more refined model for forecasting capital gains tax (CGT) than was available at
the start of Mining Boom Mark I. The model was implemented from 2006-07, following a review of the CGT forecasting
framework, which was undertaken due to the large forecasting error in CGT revenue in 2005-06.

Case Study 2: The Global Financial Crisis and Mining Boom Mark 11

The world economy experienced a severe financial and economic shock in the second half of 2008.
The Global Financial Crisis (GFC) began in 2007 with the US sub-prime crisis and the crisis
intensified dramatically in September 2008 with the collapse of Lehman Brothers. During this period,
financial conditions deteriorated rapidly, financial and real asset prices collapsed, and business and
consumer confidence fell steeply. The GFC saw the world economy change course sharply from a
five-year period of above-trend growth to the deepest recession since the Great Depression. As the
impact of the GFC has subsided, Australia’s terms of trade rebounded and reached a new record high
in 2011-12, albeit against a backdrop of global uncertainty and more cautious households.

The Australian economy performed better than other advanced economies during the GFC. Although
financial conditions were stressed, the financial system held up remarkably well; the economy slowed,
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but did not fall into recession; and while unemployment rose, it did so by far less than in many other
advanced economies. The strong performance of the Australian economy largely reflected the strength
of the Australian financial system and public finances; the rapid deployment of fiscal stimulus
measures; the first effects of a significant easing in monetary policy; and a pickup in demand from
China which partly offset pronounced external weakness elsewhere. More broadly, it also reflected
improved policy and institutional arrangements in Australia following a quarter century of reforms
that have made the Australian economy much more resilient to external shocks.’

Treasury did not predict the degeneration of the US subprime crisis into the GFC in 2008-09 and
subsequently overestimated the impact of the crisis on economic growth in 2009-10. This created
large macroeconomic and revenue forecast errors (Figures 1 and 3, above). In particular, in the
2009-10 Budget, at the height of a period of significant global and domestic pessimism, Treasury
forecast a recession in that year that did not eventuate. At the time, Treasury’s forecast was around the
median of the range of forecasts surveyed by Consensus Economics in mid-April (Figure 7).
Treasury’s forecast for a recession in 2009-10 was underpinned by a moderate expected decline in
household consumption and a sharp decline in business investment and exports. In the event,
household consumption continued to grow, and the contraction in business investment and exports in
2009-10 was considerably less than forecast.

Figure 7: Forecasts of Real GDP Growth in 2009 (as at April 2009)
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Source: Consensus Economics (Survey date 14 April 2009), Treasury (Budget, 11 May 2009).

The Review finds that Treasury’s forecasting error for economic growth in 2009-10 largely reflected
misjudgements of the efficacy of Australia’s policy response and the relatively early, and strong,
recovery in economic growth in most of our major trading partners throughout 2009.°

Rapid and substantial monetary and fiscal policy stimulus played a critical role in increasing effective
demand and the early recovery of consumer and business confidence in Australia. In particular, the
stimulus appears to have been large enough and sufficiently rapid to convince consumers and
businesses that the domestic slowdown would be relatively mild. This, in turn, led consumers and
businesses to continue to spend and led businesses to cut workers’ hours rather than laying them off,

5 McDonald, T, and Morling, S, 2011, ‘The Australian Economy and the Global Downturn, Part 1: Reasons for resilience’,
Economic Roundup, Issue 2, pp 1-31.
6 Gruen, D, and Stephan, D (2010), ‘Forecasting in the Eye of the Storm’, Address to the NSW Economic Society, 4 June.
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which in turn helped the economic slowdown to be relatively mild.” While the stimulus was explicitly
factored into Treasury’s forecasts, it was also a contributing factor to the 2009-10 Budget forecast
errors.

The Australian economy also benefited from the earlier-than-expected, and stronger-than-expected,
recovery in economic growth in most of our major trading partners throughout 2009, which in turn
was driven by substantial macroeconomic policy stimulus in those countries. In particular, Chinese
economic activity shifted into more commodity-intensive sectors, particularly infrastructure spending,
associated with the Chinese government’s stimulus packages. This supported the domestic outlook for
exports and business investment.

The Review observes that the large forecasting errors seen during the GFC highlight the fact that
during such extreme events the evolution of the economy is fundamentally less predictable than at
other times. As noted, above, a number of official agencies overseas had large forecasting errors
during this period (Figure 2). That suggests a case for greater use of risk assessments around the
central forecasts, rather than necessarily a major overhaul of forecasting procedures. This leads the
Review to make the following recommendation.

Recommendation 8: Scenario analysis is useful as a way of assessing the risks around the
economic and revenue forecasts. Simulation models have an important role to play in this
regard and further development of Treasury’s suite of models may be required to deliver this
capability, including in relation to the international economic outlook.

The Review finds that Treasury overestimated revenue growth during the GFC and Mining Boom
Mark II. This reflects large forecast errors in the company tax, GST and CGT revenue heads
(Figure 8, left hand panel). To examine the extent to which these errors reflected forecast errors in
nominal economic growth, a further counterfactual exercise has been undertaken that uses actual,
rather than forecast, nominal economic outcomes and asset prices to generate revenue forecasts over
this period. The Review finds that the errors for most revenue heads are reduced significantly in the
counterfactual (Figure 8, right hand panel). However, in contrast to the Mining Boom Mark I
counterfactual, there are significant residual forecast errors in the company tax revenue head, indeed
the company tax revenue errors are amplified in the first two years of the counterfactual.

! Treasury estimates that economic growth would have been negative for three consecutive quarters absent fiscal stimulus.
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Figure 8: Contribution to Budget Taxation Revenue Forecast Error by Major Head of Revenue
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The reasons for the company tax forecast errors are a matter of concern and continue to be
investigated. They are likely to reflect in part the poor performance of the company tax forecasting
model in cases where sectors of the economy are growing at very different rates, as was observed
during the GFC and Mining Boom Mark II. This occurs in two ways:

. First, the company tax forecasting model does not distinguish between the different
characteristics of different sectors, such as the capital intensive nature of the mining sector. In
this regard, a significant driver of the weaker-than-expected outcomes for company tax was
stronger-than-expected growth in depreciation deductions, relating to a surge in mining
investment in response to the mining boom.

. Second, the company tax forecasting model does not take sufficient account of companies that
operate on substituted accounting periods, in particular the large financial companies that
operate on an accounting year ending in September and the large mining companies whose
accounting year ends in December. This makes it more difficult to accurately estimate the
timing of the receipt of cash payments of corporate tax on underlying corporate profits.

In response to the perceived source of these forecasting errors, Treasury is currently developing a
three sector company tax model which splits the economy into mining, finance and insurance and
other sectors. This approach better takes account of the different characteristics of these sectors for
taxation purposes, for example, the capital-intensive nature of the mining sector, and the measurement
of the income of the finance sector in the National Accounts. This approach also makes better
allowance for substituted accounting periods.

Notwithstanding these developments, because of the difficulty Treasury has had forecasting revenue,
in particular company tax revenue, but also capital gains tax revenue, the Review recommends that:

Recommendation 9: Treasury should give further consideration to the appropriate balance
between the top-down versus bottom-up approaches to forecasting revenue.

Recommendation 10: Treasury, in conjunction with the ABS as necessary, should explore
further ways of improving the current methodology for forecasting corporate tax, and also
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consider alternatives to the current methodology, which could perhaps be used to complement
existing approaches.

Recommendation 11: The technical specialist with deep financial market experience employed
by Treasury should be tasked with improving the accuracy of the technical assumptions for
equity and housing prices that are used to generate the capital gains tax revenue forecasts.

Conclusion

Macroeconomic and revenue forecasting is a core Treasury function. It informs Treasury’s advice
across a broad spectrum of policy areas. It is a complementary activity to policy formulation and
costing.

There is a high degree of difficulty inherent in preparing forecasts. The economic environment has
become more volatile recently and profound structural changes are occurring domestically and
internationally that are making the forecasting task more difficult.

While the Review has made a number of recommendations for improvements to the forecasting
process, the Review finds that Treasury approaches the forecasting task in a very professional manner
and the forecasts it generates are broadly as accurate as those of both domestic forecasters and those
generated by comparable agencies in countries with similar institutional arrangements as Australia.
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RECOMMENDATIONS OF THE TREASURY FORECASTING REVIEW

The Review has made a number of recommendations, outlined below, to improve Treasury’s
forecasting methodology and process, while noting, as context, the need to ensure that resources are
appropriately prioritised across the Department.

Recommendation 1: Given the importance of information on economic conditions obtained from
business liaison — and the capacity of this source to inform the forecasts — Treasury should
investigate with the Reserve Bank of Australia more formal channels through which to exchange
insights from their respective programs, such as during the quarterly joint forecasting rounds
(without compromising the confidentiality of liaison contacts). Similarly, Treasury should also
investigate whether further information can be drawn from the Australian Taxation Office’s liaison
with large corporate taxpayers for revenue forecasting purposes.

Recommendation 2: A detailed assessment of the role, and appropriate type, of Treasury’s macro
econometric model was beyond the scope of this Review. However, the Review believes it is
important to embed the redeveloped TRYM model into the economic forecasting process, both as a
complement to the existing forecasting framework and to facilitate analysis of the impact of shocks
to the domestic economy.

Recommendation 3: Treasury should examine the feasibility of constructing a micro simulation
model for forecasting personal income tax, as is the practice in the United States and
United Kingdom.

Recommendation 4: Treasury should publish technical documentation that describes the data and
the conceptual and econometric basis of models used for economic and revenue forecasting. A
number of official agencies overseas have published technical documentation of their forecasting
models.

Recommendation 5: Treasury should include in the Budget papers a high level review of the
economic forecast errors (nominal and real GDP) for the previous financial year, as a complement
to the existing discussion of revenue forecasting errors.

Recommendation 6: Reviews of Treasury’s forecasting performance should be undertaken at least
every five years to examine the causes of forecast errors and to help identify areas in which
Treasury’s forecasting methodology could be improved. These Reviews should be overseen by an
independent external reference group.

Recommendation 7: Treasury should invest relatively more resources in understanding and
forecasting GDP deflator growth and its components, in particular, commodity prices, and hence in
nominal GDP growth.

Recommendation 8: Scenario analysis is useful as a way of assessing the risks around the economic
and revenue forecasts. Simulation models have an important role to play in this regard and further
development of Treasury’s suite of models may be required to deliver this capability, including in
relation to the international economic outlook.

Recommendation 9: Treasury should give further consideration to the appropriate balance between
the top-down versus bottom-up approaches to forecasting revenue.

Recommendation 10: Treasury, in conjunction with the ABS as necessary, should explore further
ways of improving the current methodology for forecasting corporate tax, and also consider
alternatives to the current methodology, which could perhaps be used to complement existing
approaches.

Recommendation 11: The technical specialist with deep financial market experience employed by
Treasury should be tasked with improving the accuracy of the technical assumptions for equity and
housing prices that are used to generate the capital gains tax revenue forecasts.
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SECTION 1: BACKGROUND

1.1: The challenges to preparing macroeconomic and revenue forecasts

Treasury is the principal economic advisory agency of the Australian Government. In this role,
Treasury prepares macroeconomic and revenue forecasts as key inputs into the preparation of budget
estimates of revenue and expenditure. The budget estimates provide a fiscal baseline against which
new policy decisions can be taken by the Government, including policy decisions taken to meet its
medium-term fiscal strategy. Treasury’s medium term projections have taken on an enhanced role
because of the requirement of the Charter of Budget Honesty for Governments to set fiscal policy
within a sustainable medium-term framework."

Treasury’s macroeconomic forecasts are also used more broadly to assist in the framing of
forward-looking macroeconomic policy advice.

Forecasting is an inherently difficult exercise. It is challenging to capture the salient features of a
modern complex economy in a framework simple enough to be tractable. Unlike the physical
sciences, the inability to conduct repeated experiments means that it is difficult to use economic data
to disentangle quantitatively the impacts of different influences on the economy, particularly in the
face of continual structural change. Human behaviour, in particular the influence of animal spirits, has
elements that are inherently unpredictable. Economies are buffeted by shocks, which by their very
nature are not foreseeable, for example economic disasters, such as droughts, and technological
advances. Lags in data collection and survey error mean that forecasters are reliant upon their own
informed assessment about the current state of the economy. It follows naturally that judgement plays
an important role in the preparation of forecasts.

It is for these reasons that the discussion of the risks and uncertainties around central case point
estimates is a fundamental part of any set of forecasts and a critical input into forward-looking
macroeconomic policy deliberation. This element of forecasting practice can be downplayed in a
review of forecasting performance which focuses on point estimates. Analysis of forecast errors can
point to areas where forecasting methodology can be improved, but caution is required when using
ex post evaluations of forecast accuracy to draw conclusions relating to the effectiveness of forecasts
as inputs into the policy process. This would require an assessment of whether the broader
presentation of the economic outlook affords a picture of likely developments that provides an
adequate basis for policy decisions.

1.2: The 2005 Review of Forecasting the Nominal Economy and Taxation Revenue

As discussed, part of the process of improving forecasts is reviewing past forecasting performance,
examining the reasons for forecasting errors and identifying areas where forecasting methodology can
be improved.

Treasury’s forecasting of the macroeconomy and revenue operates in an environment of continuous
evaluation and development. The forecasts are regularly subjected to internal review, and to formal
peer review by other government agencies as part of the quarterly Joint Economic Forecasting Group
(JEFG) meetings. However, from time to time, it is also valuable to formally take stock of the
Department’s forecasting capability and performance.

1 Clause 4 of the Charter of Budget Honesty requires that:

‘The Government’s fiscal policy is to be directed at maintaining the on-going economic prosperity and welfare of the
people of Australia and is therefore to be set in a sustainable medium-term framework.’
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The most recent major internal review of Treasury’s forecasting performance was the Review of
Forecasting the Nominal Economy and Taxation Revenue (the 2005 Review). It was commissioned in
2005 in response to significant upward revisions to successive published forecasts of Australian
Government taxation revenue over a number of years, which had drawn into question the quality of
Treasury’s forecasts at the time.”

The major findings of the 2005 Review related to the revenue forecasts and revenue forecasting
methodology and included that:

. the underestimation in the Treasury’s revenue forecasts appeared to reflect a series of
conservative biases in the revenue forecasting process, combined with technical assumptions
that implied that forecast revenue growth was insufficiently sensitive to nominal GDP growth;

. Treasury had an inadequate understanding of the relationship between the nominal economy
and taxation revenue; and

. Treasury’s capacity to undertake meaningful analysis of taxation revenue had been severely
hampered by underinvestment in taxation revenue data.

In response to these findings, Treasury’s Executive Board established a dedicated team to implement
the recommendations of the 2005 Review that were designed to overhaul the data and methodology
used to forecast taxation revenue. The team subsequently made major investments in the quality of
taxation revenue data sets and taxation revenue forecasting methodology over an eighteen month
period.

The 2005 Review also made a number of recommendations designed to improve the professional
interactions between the economic and revenue forecasters; to enhance the skill sets of the revenue
forecasters; and to increase the emphasis given to the nominal economy forecasts in the economic
forecasting area. The recommendations of the 2005 Review are at Attachment A, together with an
assessment of progress made towards their implementation.

1.3: Recent forecasting challenges

The period since the 2005 Review has been challenging for both economic and revenue forecasting.
Two major developments, in particular, stand out.

The first of these relates to rapid rates of industrialisation in Asia, particularly in China, which
increased worldwide demand for natural resources and in turn, underpinned an investment boom and a
sharp rise in output prices in the mining sector over an extended period. In common with other
forecasters, Treasury underestimated the extent of the resultant terms of trade boom in Australia
through the mid-2000s (see Figure 1.1), which led to the underestimation of nominal economic
outcomes and taxation revenue.

2 The outcome of the review of macroeconomic forecasts was published in the Economic Roundup, Autumn, 2005. This
follows on from the publication of key results of the 1996 evaluation of macroeconomic forecasting performance in the
Economic Roundup, Autumn, 1996.
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Figure 1.1: Budget Forecasts of Australia’s Terms of Trade
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Note: The figure plots the forecast level of the terms of trade against outcomes, with the forecast level derived from forecast
growth rates of the terms of trade from successive Budgets, beginning with the 2005-06 Budget.

The second of these relates to the impact of the global financial crisis (GFC), and its aftermath, on the
Australian economy and taxation receipts. In common with other forecasters, Treasury did not predict
the onset of the GFC in 2008-09, and subsequently overestimated the impact of the GFC on economic
growth in 2009-10. This created large macroeconomic and revenue forecast errors. In particular, in the
2009-10 Budget, at the height of a period of significant global and domestic pessimism, Treasury
forecast a domestic recession in 2009-10 that did not eventuate. Treasury has also overestimated
revenue growth in recent years, reflecting the lingering effects of the GFC. Even though Australia’s
nominal economy is now around 25 per cent larger than in 2007-08, tax receipts are only around
11 per cent higher, resulting in the tax-to-GDP ratio being 2.6 percentage points of GDP below its
pre-GFC level (Figures 1.2 and 1.3).

Figure 1.2: Nominal GDP Figure 1.3: Tax to GDP ratio
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1.4: The Review of Treasury Macroeconomic and Revenue Forecasting

Against this backdrop, and given the time that has passed since the last major review, Treasury
decided that it was again time to undertake a review of its macroeconomic and revenue forecasting
performance.

The Review of Treasury Macroeconomic and Revenue Forecasting (the Review) has been undertaken
by a secretariat established within Treasury, and overseen by an independent external reference group
(the Advisory Panel) made up of members with strong economic credentials.

The Terms of Reference for the Review require an assessment of the quality of Treasury’s forecasting
of the macroeconomy and taxation revenue by:

1. examining the appropriateness of forecasting methodologies and
2. comparing forecast accuracy with other forecasters, both in Australia and overseas.

In the view of the Review, to examine the appropriateness of forecasting methodologies requires an
assessment of whether the Treasury:

. is drawing upon the full range of information in preparing its forecasts;

. is using this information efficiently by drawing upon models/technical tools appropriate to the
forecasting task; and

. has appropriate governance structures in place to ensure that (i) Treasury’s forecasts are subject
to quality assurance and review (ii) its forecasting methodologies operate in an environment of
continuous evaluation and development and (iii) Treasury has in place knowledge management
systems, recognising the need for specialist expertise and technical tools in these areas that
takes considerable time to build.

To aid in this assessment, a high level review of international forecasting practice has been prepared.
This work forms the second section of this report.

Further, the Review ruled out of scope of the Terms of Reference matters relating to:

. the resourcing of the forecasting areas, including the number, technical capability and
experience of staff. In part, this reflects the difficulty of the Review assessing the
appropriateness of staff resourcing without an appreciation of the other demands on Treasury
resources and the broader fiscal environment. This issue has been the subject of earlier internal
reviews;

. any technical assessment of the models/technical tools being used by the forecasting areas,
including their econometric and conceptual rigor. This issue has also been the subject of earlier
internal reviews. Furthermore, Treasury has employed an in-house technical specialist to ensure
that its macroeconomic technical models/tools are at the cutting edge of macroeconomic
forecasting practice, within the overall modelling strategy that Treasury has adopted; and

. the accuracy of Treasury’s taxation policy costings, noting that the 2005 Review found that
errors in taxation policy costings did not make a material contribution to revenue forecast
errors.



Section 1: Background

The interpretation of the second part of the terms of reference is more straightforward, requiring a
quantitative assessment of Treasury’s forecasting accuracy, and a comparison with forecasters in
Australia and overseas. This work forms the third section of this report

In addition, case studies have been prepared that provide more qualitative analysis of Treasury’s
forecasting performance in relation to the key forecasting challenges faced over the last decade,
including the lessons learned from these events. As foreshadowed earlier in this section, these
forecasting challenges relate to the rapid industrialisation of China, and the associated terms of trade
boom, and the GFC and its aftermath. The case studies form the fourth section of this report.

1.5: The role of the independent external reference group

The Advisory Panel has played an oversight role, including providing comments and suggestions to
the Secretariat on the scope and content of the report. In addition, the Advisory Panel has prepared the
Executive Summary which includes a number of recommendations and suggestions for further
improving the Treasury’s forecasting processes going forward.

The Secretariat has authored the report and is responsible for the data, analysis and commentary
contained in the report.






SECTION 2: APPROPRIATENESS OF FORECASTING METHODOLOGY

2.1: International Forecasting Practices
Summary
A survey of comparable macroeconomic and revenue forecasting agencies reveals:

. there is no commonly-accepted standard practice in the production of macroeconomic and
revenue forecasts;

. most agencies draw upon a combination of modelling techniques, consumer and business
surveys, business liaison, expert opinion, and judgement to produce macroeconomic and
revenue forecasts; and

. the differences across agencies lie in the modelling techniques, particularly, the type and role of
the models employed in the forecasting process, and the weight given to each of these inputs.

Macroeconomic Forecasting Practices

A high-level survey of macroeconomic forecasting practices indicates that most official agencies draw
upon a combination of modelling techniques, and a range of other information, including judgement,
to produce macroeconomic forecasts. The benefits of this multi-dimensional approach to
macroeconomic forecasting have recently been documented by the Office for Budget Responsibility
(OBR) (2011)" and the Reserve Bank of Australia (RBA) (2010).”

It is common for forecasting agencies to maintain two forecasting systems (Pagan and Robertson,
2002).°

. The first focuses on the short-term forecasting horizon (up to, perhaps, six months) and uses
indicator or spread sheet models and relies heavily upon judgement supplied by in-depth
analysis of major sectors of the economy undertaken by sector specialists.

. The second focuses upon longer time horizons (greater than six months) and modelling the
economy as a ‘system’ with the core forecasting technology typically either:

- a relatively small economy-wide structural macro-econometric model; or

- single structural econometric equations, with national account identities preserved within
a spread sheet system, and consistency between the elements of the forecasts achieved by
iteration between sector specialists.

The choice of core forecasting technology depends on the extent to which the forecasting agency has
the need to undertake policy evaluation. In setting monetary policy, central banks will necessarily
consider the impact of different policy stances against the central case forecasts. In contrast, fiscal
policy is concerned with improving resource allocation, typically within a medium-term fiscal
framework. In ordinary economic circumstances, discretionary fiscal policy is not concerned with
stabilising the economic cycle. This distinction may account for the greater tendency for central banks
to invest the significant resources necessary to develop and maintain state-of-the-art modelling

" OBR, 2011, ‘Forecasting the Economy’, Briefing Paper No. 3.

2 Lowe, P. 2010, ‘Forecasting in an Uncertain World’, Address to Australian Business Economists Annual Forecasting
Conference Dinner, Sydney, 8 December.

3 Pagan, A. and Robertson, J. 2002, ‘Forecasting for Policy’, A Companion to Economic Forecasting edited by
Michael P Clements and David F. Hendry.
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capability that focuses on cyclical, rather than medium to longer term, economic fluctuations, that is,
in comparison with Treasury and Finance Departments.

Modelling techniques

One distinction between models is the trade-off between their conceptual coherence with economic
theory and their empirical coherence with economic data.* Economy-wide structural
macro-econometric models draw heavily on economic theory to determine their specification, which
facilitates their use for policy evaluation. Fukac and Pagan (2009)° distinguish between four
generations of structural macro-econometric models, with dynamic stochastic general equilibrium
models at the cutting edge of modelling practice and the greatest coherence with economic theory. In
contrast, vector autoregression (VAR) models are economy-wide systems of equations that model the
interrelationships between economic variables while imposing minimal assumptions about the
underlying structure of the economy. They aim to provide good statistical representations of the
interactions between variables over the available sample period. They are more widely used in
near-term forecasting.

Located between these ends of the spectrum are structural macro-econometric models that use
economic theory to tie down the long run (or steady state) path of the modelled economy, but allow
the data to dictate the short-run dynamic adjustment path of the economy to the long run steady state.
These models are the second and third generation of models according to the Fukac and Pagan
taxonomy and can be used as the core forecasting technology, as well as to evaluate the impact of
macroeconomic policy

Economy-wide structural macro-econometric models that play a central role in macroeconomic
forecasting include the Bank of England Quarterly Model, the HM Treasury and UK Office of Budget
Responsibility Macroeconomic model, the US Federal Reserve FRB/US model, and the New Zealand
Treasury Model. These models require considerable resources in development and maintenance.

In addition to the core forecasting technology, forecasting agencies may also maintain auxiliary
models, as inputs into the forecasting and policy advising process. These models may draw upon
information sources that have been excluded from the core forecasting model. They can also be used
to analyse issues that would be difficult to undertake within the core forecasting technology, for
example, the economic impact of one-off events, such as weather-related phenomena.

Additional inputs into the forecasting process

While useful, pure forecasts generated by econometric models are generally supplemented by in depth
analysis of major sectors of the economy, drawing upon a range of other information, to produce a
final macroeconomic forecast. The reasons for this have been well-articulated by the OBR (201 1),°
who note that:

‘Producing forecasts has never been solely a matter of cranking the handle of an econometric
model. Models are an imperfect representation of the world. They are necessary simplifications
of reality. Forecasters are typically confronted with at least some key behavioural equations that
do not explain the recent past well. The forecaster has first to try to identify the reasons for this,
and then decide whether the unexplained element of behaviour — the equation ‘residual’ or
‘error’ — will stay the same, get bigger or get smaller.’

4 Pagan, A. 2003, Report on Modelling and Forecasting at the Bank of England, January.

5 Fukac, M. and Pagan, A. 2009, ‘Structural Macro-Econometric Modelling in a Policy Environment’, Reserve Bank of
New Zealand Discussion Paper, 2009/16, December.

% OBR, 2011, op cit.



Section 2: Appropriateness of Forecasting Methodology

Five additional elements inform the macroeconomic forecasts of most agencies. The first three of
these are particularly relevant for near-term forecasting horizons.

First are consumer and business surveys, which have been shown to be useful in identifying the likely
direction of household spending, and business investment and hiring decisions, in the first few
quarters of a forecast period. Surveys contain questions that are forward looking and are generally
published in a timelier manner than official data.

Second is business liaison. Maintaining a regular dialogue with the business community is seen as
extremely valuable for identifying emerging trends in the economy. Many agencies have established
dedicated resources, usually involving staff based away from the head office in major cities, who
regularly engage with the business community through one-on-one discussions. Information gained
from these engagements is used to inform the final macroeconomic forecasts. Some agencies
regularly publish their findings. Examples include the US Federal Reserve’s Beige Book, the Bank of
England’s Agency Report, and the Bank of Canada’s Business Outlook Survey. The importance of
business liaison was recently highlighted by the RBA:

‘Over recent years, a couple of examples stand out where this liaison has been particularly
important. One was in helping us understand the implications of the much tighter credit
conditions in 2008 and 2009. And the other has been helping us understand the scale and the
timing of the pick-up in investment in the resources sector. In both cases, our liaison provided
us with valuable information that was not available elsewhere and had a significant role in
shaping our forecasts.’

Third, is partial economic data and leading indicators, such as the monthly building approval data in
Australia, which can help to inform near-term forecasts of construction activity.

Fourth is expert opinion, such as advice from specialist agencies, for example the Australian Treasury
draws upon expert advice from its Retirement Income Modelling unit to project the growth in working
age population and expert advice from the Bureau of Resources and Energy Economics to inform the
forecasts of non-rural commodities.

The fifth and least tangible input to macroeconomic forecasts is judgement, informed by experience
and corporate memory.” The OBR cite work which suggests that the use of judgement generally
improves the accuracy of the forecasts.® Indeed, all documentation by agencies on their approach to
forecasting refers to the importance of judgement in shaping their forecasts.

Towards the end of the process, macroeconomic forecasts are typically subject to internal review by
senior management. Some agencies including the New Zealand Treasury, the Congressional Budget
Office (CBO), and the Canadian Ministry of Finance also subject their forecasts to peer review by an
external panel of experts.

In short, most agencies draw upon a combination of modelling techniques, surveys, business liaison,
expert opinion and judgement to produce macroeconomic forecasts. The differences across agencies
lie in the modelling techniques and the weight given to each of the inputs.

Taxation Revenue Forecasting Practices
Countries tend to release only general and limited information on their revenue forecasting

methodology and individual head of revenue models. This makes international comparisons more
difficult than for macroeconomic forecasting.

7 Onkal-Antay, D. Thomson, M. and Pollock, A, 2002, ‘Judgemental Forecasting’, 4 Companion to Economic Forecasting
edited by Michael P Clements and David F. Hendry.
8 OBR, 2011, op. cit.
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Modelling techniques

Based on available information, most countries forecast taxation revenue using a ‘bottom-up’
approach, where individual heads of revenue are forecast and then aggregated to produce a total
revenue forecast. This is the general approach taken in the United States, Canada and New Zealand.’
Some regions forecast total taxation revenue and then disaggregate this figure into heads of revenue,
for example Scotland'’, but this tends to be due to data limitations which constrain the use of a
bottom-up approach.

In terms of methodology, the main technologies used in revenue forecasting are mapping models,
single econometric equations and micro-simulation models. The range of forecasting technologies
employed can vary from one head of revenue to another, as noted by the United Kingdom’s
OBR (2011):"

‘forecasting models are specific to each individual tax and can take a variety of different forms
such as econometric equations, micro-simulation models based on samples of individual tax
records, projections in line with selected indicators [mapping] or just simply by judgement.’

Mapping models appear to be a widely used technology for countries where revenue forecasts are
prepared in conjunction with macroeconomic forecasts. These models are largely accounting
frameworks designed to account for the conceptual differences between a taxable base, which reflects
taxation law principles, and an economic base, which reflects national accounting principles (for
example the difference between economic and taxable income for companies).'> Econometric
techniques are not usually required as the elasticity of revenue to its taxable base is one for heads of
revenue with a flat tax rate, as is the case for many taxes. The macroeconomic forecasts are used to
grow the economic base, ensuring consistency between the macroeconomic and revenue outlooks.
The New Zealand Treasury relies heavily on mapping technology to produce revenue forecasts."

Mapping technologies tend to be supplemented by the use of econometric models to estimate tax
revenue elasticities, for example, for progressive taxes, and in some instances by micro-simulation.
Micro-simulation models operate at the level of the individual behavioural entity, such as a person,
family, or firm. Such models simulate large representative populations of these low-level entities in
order to draw conclusions that apply to higher levels of aggregation such as an entire country. This
type of model is distinct from aggregate models whose explanatory variables already represent
collective properties. Micro-simulation has been applied in the United States and United Kingdom to
forecast personal income tax revenue, using large data sets to develop detailed micro-simulations.

Data limitations are a constraint on revenue forecasting methodology. In particular, there are typically
long lags in receiving income tax return data, and items in individual tax returns tend to be
aggregated, particularly for corporate tax payers, with the effect of concealing drivers of assessable
income for revenue forecasting purposes.

Additional inputs into the forecasting process

As with macroeconomic forecasting, forecasts generated by revenue head models are supplemented
by other information to produce a final taxation revenue forecast. The first of these is business liaison
with companies, often undertaken by the revenue collection agency. The second, and least tangible
input to revenue forecasts, is judgement, informed by experience.

® O’Neil, T. Review of Canadian Federal Fiscal Forecasting: Processes and Systems, pg 40.

19 Scottish Tax Forecasts, March, 2012.

" OBR, Forecast Evaluation Report, 2011, pg 32.

12 NZ Treasury, Treasury’s Forecasting Performance 2011 Report, pg 2.

13 NZ Treasury, ‘An Analysis of Tax Revenue Forecasting Errors’, Working Paper, 07/02, pg 3.
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2.2: Treasury’s Approach to Macroeconomic Forecasting
Summary

. Treasury’s forecasting approach draws upon the full range of modelling techniques and
information used by comparable official agencies overseas, including structural
macro econometric models and equations; spread sheet analysis and accounting frameworks;
supplemented by survey data, business liaison, expert opinion and judgement.

. Broadly speaking, GDP forecasts are built up from forecasts of the components of the
expenditure measure of GDP. Single structural econometric equations are the principal
technical input to Treasury’s macroeconomic forecasting approach, providing an empirical
framework for forecasting key variables. National account identities are preserved within a
spread sheet system (the National Accounts Forecasting Framework or NAFF), and consistency
between the elements of the forecasts is achieved by iteration between sector specialists.

. Treasury’s structural macro econometric model (TRYM) is effectively a one-sector,
small-open-economy, neoclassical growth model. TRYM is currently under redevelopment, and
upon completion will be used to produce macroeconomic forecasts and sensitivity analysis as
an input into the NAFF-derived forecast. Treasury has taken the view that the substantial costs
of developing and maintaining the latest generation of macroeconomic models could not be
justified, in particular in terms of improved forecast accuracy.

. Business liaison information is an important input into the development of the forecasts. The
information is used to inform judgement of the short-term forecasts and to identify key
emerging trends in the economy. The program has been refocussed to target critical sectors on
an ongoing basis, as well as sector-specific issues that arise in a particular forecast round.

. Macroeconomic forecasts are subject to internal review, ahead of formal peer review by other
government agencies at the Joint Economic Forecasting Group (JEFG) meeting, where the
forecasts are discussed with representatives from the RBA, Australian Government central
agencies and the Australian Bureau of Statistics (ABS). Treasury also maintains an ongoing
dialogue on the macroeconomic outlook with private sector forecasters.

. Treasury’s forecasting methodologies operate in an environment of continuous internal
evaluation and development. In recent years, Treasury has hired an in-house technical specialist
to quality assure the rigour of its modelling techniques, and to ensure that they are at the cutting
edge of forecasting practice, within the overall modelling strategy adopted by Treasury.

Context

Treasury is the principal economic advisory agency of the Australian Government. As part of this
role, Treasury provides expert advice and analysis of domestic and international economic
developments. The Domestic Economy Division (DED) is responsible for preparing the Australian
Government’s macroeconomic forecasts and briefing the Government on the current state of, and the
outlook for, the domestic economy. DED has around 30 staff.

Treasury generally has two major forecasting rounds in the year. One is used as the basis for the
Australian Government’s forecasts published in the budget each May. Another forms the basis for the
revised forecasts published in the Mid-Year Economic and Fiscal Outlook (MYEFO) in
October-January. Two other rounds are also held, around June and December. As they come soon
after the intensive forecasting for the budget and MYEFO respectively, these rounds tend to be less
formal. Treasury also prepares an extensive commentary and analysis of economic developments to
accompany the ’official forecasts, released in the Budget and MYEFO.
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The range of Treasury’s macroeconomic forecasting responsibilities reflects its role in the process of
preparing budget estimates of taxation revenue and expenditure. Treasury is required to produce
disaggregated nominal GDP forecasts to underpin taxation revenue estimates and labour market and
CPI forecasts to underpin expenditure estimates. Forecasts are usually generated for the remainder of
the current fiscal year, the budget year and the subsequent year, with projections prepared for the
subsequent two years. Forecasts take into account cyclical variation in economic activity, whereas
projections are based on long-term average growth rates and technical assumptions (for example, CPI
growth is assumed to be 2% per cent in the projection years, in line with the mid-point of the inflation
target band).

The International Economy Division prepares the economic outlook for 19 countries (largely forecasts
of GDP growth). These countries cover 77 per cent of global GDP on a PPP basis, and account for
around 90 per cent of Australia’s merchandise trade exports. For a few of the country forecasts,
specifically the United States and China, a bottom-up framework examining each of the national
accounts components is used to derive GDP forecasts. For all other countries, forecasts are developed
at the aggregate level. The forecasts are compiled by looking at the latest economic data, the policy
and external environment and the associated balance of risks, and applying judgment. These forecasts
are strongly influenced by other reputable and timely forecasts, notably Consensus Economics’
forecasts and the IMF World Economic Outlook.

Forecasting approach and process

Treasury’s forecasting framework (the NAFF) is a large spread sheet system structured according to
the methodological framework used by the ABS in producing national accounts’ statistics. The system
provides a comprehensive, detailed and consistent set of forecasts of the components of demand and
output, the external accounts, the labour market, prices and wages. This framework has been used for
many years.

Treasury’s forecasting approach is structured around sectoral teams and is overseen by a central
coordinating unit (the NAFF unit), containing around five staff. This unit manages the NAFF,
oversees the forecasting process, ensures the quality and consistency of the sectoral team forecasts
and produces forecasts of the economic series that underpin the Australian Government Budget. The
NAFF unit is staffed by analysts with experience in one or more sectoral units.

The NAFF unit is also accountable for the technical assumptions that underpin Treasury’s
macroeconomic forecasts (for example, there are technical assumptions for interest rates, exchange
rates and oil prices). These assumptions are reset at the start of each forecasting round. The usual
assumption is that exchange rates and oil prices will remain around recent average levels, and that
interest rates will evolve in line with market expectations. These assumptions are not always applied
mechanically — for example, if the path for interest rates implied by market yields is diverging from
the forecasts made by market economists, then weight may be given to both sources of information in
arriving at a technical assumption. The assumptions are revisited throughout the forecasting round if
there are significant movements in any of these variables.

Once the quarterly National Accounts have been released, sectoral teams produce forecasts for the
components of the expenditure measure of GDP — that is, for consumption, private investment,
government spending, exports and imports. These forecasts are aggregated in the NAFF to provide an
estimate of GDP. It is also necessary to produce forecasts of the components of the income measure
of GDP — such as compensation of employees and company gross operating surplus — in order to
forecast taxation revenue. The NAFF unit has the main responsibility for generating these income
forecasts. They are derived by decomposing the estimate of GDP (constructed from the expenditure
forecasts), drawing upon the outlook for series, such as employment and wages. Interest and dividend
income forecasts are also produced by the NAFF unit, which are used to forecast taxation revenue.

12
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Forecasts produced by sectoral teams and the NAFF unit are prepared using a mix of:
. single structural econometric equations;

. partial and leading indicator data (for example, retail sales for private consumption and building
approvals for dwelling investment);

. business surveys (for example, the ABS survey of capital expenditure intentions),
. business liaison information,
. information on general government expenditure received from Treasury’s budget division, the

Department of Finance and Deregulation (Finance) and State Treasuries; and

. information from specialist agencies such as the Bureau of Resources and Energy Economics
(BREE) (on the outlook for non-rural commodities) and the Australian Bureau of Agricultural
and Resource Economics and Sciences (on the outlook for rural commodities).

The weight placed on each of these inputs is informed by economic theory, evolving economic trends,
liaison information and forecasting experience. These factors all inform the judgement applied to pure
model-driven forecasts. The analysts discuss their forecasts with their colleagues and management
before presenting them to a meeting of all economists within the DED, where they are subjected to
rigorous review.

An iterative process is used to ensure consistency between the various elements of the forecasts (for
example, employment is an important influence on consumption and hence GDP, but GDP also
strongly influences employment). The individual sector forecasts are currently linked together using
the NAFF, rather than in an econometric model, although Treasury’s TRYM macroeconomic model
has been used as a consistency check. The model has not been used in this capacity for the past two
years due to its redevelopment which is detailed later in this section.

Treasury’s macroeconomic forecasts are informed by discussions held at three formal committee
meetings during each forecasting round: in particular;

. the international committee meeting to discuss the global outlook (comprising Treasury and the
RBA);
. the public committee meeting to discuss the general government forecasts (comprising

Treasury, the RBA, Finance and the ABS); and

. the balance of payments meeting to discuss the export forecasts, predominantly the outlook for
non-rural commodity exports (comprising Treasury, the RBA, the ABS and BREE).

An internal quality test of the forecasts follows by presenting them to senior management within
Treasury. They are then subject to formal peer assessment at the Joint Economic Forecasting Group
(JEFG) meeting, which meets three times a year (but not during the June round), where the forecasts
are discussed with representatives from the RBA, the Department of the Prime Minister and Cabinet,
Finance and the ABS. Treasury also maintains an ongoing dialogue on the macroeconomic outlook
with private sector forecasters, particularly those employed in financial markets.

A stylised schematic of the macroeconomic forecasting framework is provided in Figure 2.1, below.
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Figure 2.1: Macroeconomic Forecasting Framework
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Recent improvements to macroeconomic forecasting methodology

Treasury is continuously looking to improve forecasting methodology and processes to enhance the
quality of its macroeconomic forecasts, the efficiency with which they are produced, and to

incorporate the latest advances in forecasting technologies. In the current constrained budget
environment this approach has even greater relevance. For the purposes of this review, it is important

to highlight the following areas of recent focus.

Technical Adviser

Treasury established a dedicated technical advising role in DED in mid-2009. The Technical Adviser
is in effect DED’s Chief Knowledge Officer, and is responsible for administering knowledge

management practices in the division, which includes:

. developing, an overall framework that guides, and actively promotes, macroeconomic technical

skills development and training within, and beyond, DED;

. overseeing the documentation of forecasting methodology; and

. facilitating collaboration, coordination and communication within, and beyond, DED.
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The Technical Adviser is an SES Band 1 with a PhD in economics, a research track-record (including
publications in top general and field journals), post-graduate teaching experience, extensive
peer-review experience, and over 10 years professional experience in a macroeconomic policy
advising/forecasting role.

The knowledge management framework developed by the Technical Adviser is purpose-built to
deliver effective development, dissemination and documentation of macroeconomic knowledge. Most
elements have been in place for two years. This framework has allowed DED to move its training and
econometrics and modelling to leading edge practices, which have been incorporated into producing
the macroeconomic forecasts.

Attachment B provides more information on the role of the technical adviser.

Single-equation econometric models

As indicated above, single-equation econometric models are the principal input to Treasury’s
macroeconomic forecasting approach, providing an empirical framework for forecasting key
variables. With assistance from the Technical Adviser, DED has been through a process over the past
two years of refreshing, testing and documenting the suite of models used to produce macroeconomic
forecasts. This has led to tangible improvements in the modelling of household consumption, new
dwelling investment, elaborately transformed manufactured exports, services exports, endogenous
imports and employment, wages and the CPI.

Treasury has also developed a coincident indicator which combines around 20 different economic
data series to provide a timely summary measure of domestic economic activity. The coincident
indicator is used as an input into the preparation of the near-term forecasts.

Business Liaison

Treasury’s Business Liaison Program has maintained contact with organisations across Australia for
over a decade and is an integral part of the forecasting process. Companies from major industry
sectors participate in the program, ranging in size from large multinationals to smaller localised firms.
As part of the JEFG process, Treasury also consults with the RBA and BREE on the key insights from
their liaison programs, given the RBA runs a much larger program than Treasury, and the BREE’s
program is more targeted towards mining and energy sector companies.

The information collected from liaison is used to inform analyst judgement of their near-term
forecasts and to test and identify key emerging trends in the economy.

There are two distinct purposes of the Treasury program. The first, and most substantive part of the
program, is to develop a detailed understanding of the economic conditions being faced by business
and their likely response to evolving economic conditions. The second is to gain information as a
specific input into the macroeconomic forecasts, including for capital expenditure and export
volumes.

Liaison rounds are conducted each quarter, approximately two weeks before the start of each
forecasting round, with major rounds held in February and August, prior to the preparation of
forecasts for the Budget and the MYEFO. The program is managed within DED with between
120 and 150 face-to-face interviews conducted each year.

The program was refocussed at the beginning of 2012 and divided into two streams, a core and a
revolving stream. The core stream involves around 20 companies across a range of critical sectors of
the economy, including miners, manufacturers, retailers and key suppliers of intermediate goods and
services (such as law firms, recruitment firms, palette makers, and transport and logistics providers).
It is intended that Treasury SES officers maintain contact with the same firms each quarter, with a
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focus on relationship building and discussions around current activity and the outlook, as opposed to a
set of structured questions.

The revolving stream is a new flexible component of the program. Prior to each forecasting round,
key challenges and particularly important sectors of the economy are identified. Liaison contacts in
those specific sectors or regions are then targeted to provide more qualitative information to inform
the forecasts.

Treasury continues to look at innovative ways to connect with more businesses through existing
networks and channels. For example, building on past work with Business Chambers to set up
roundtables with a range of their members across diverse sectors and firms. And, drawing upon other
Government agencies, such as Enterprise Connect, who regularly meet with business.

Recommendation 1:

Given the importance of information on economic conditions obtained from business liaison — and
the capacity of this source to inform the forecasts — Treasury should investigate with the Reserve
Bank of Australia more formal channels through which to exchange insights from their respective
programs, such as during the quarterly joint forecasting rounds (without compromising the
confidentiality of liaison contacts). Similarly, Treasury should also investigate whether further
information can be drawn from the Australian Taxation Office’s liaison with large corporate
taxpayers for revenue forecasting purposes.

Treasury Macroeconomic Model (TRYM)

TRYM is effectively a one-sector, small-open-economy neoclassical growth model. DED has
employed TRYM as a forecasting tool to varying degrees over the past 20 years. TRYM has been
used primarily to provide a consistency check on the NAFF-derived forecast, with divergences at an
aggregate and component level identified and analysed by the sectoral specialists. TRYM is also
useful as a tool to run ‘what if’ scenarios where the model is shocked and the resulting output
compared with a baseline.

Following a review in 2010, DED, in collaboration with the Macroeconomic Modelling Division, has
undertaken a major redesign of TRYM, with a view to simplifying the computational environment
and harmonising the data and assumptions. This work has progressed along a number of dimensions.
A joint DED-ABS working group has been established to:

. transfer ownership to the ABS of numerous series currently constructed/inferred by Treasury
for macroeconomic modelling purposes using ABS data; and

. regularly peer-reviewing Treasury’s macroeconomic modelling and data construction.

Sectoral analysts in DED are responsible for the development and maintenance of TRYM’s structural
behavioural equations. On-going work is aimed at making TRYM consistent with ‘best practice’
structural vector auto-regression methods by removing all ad-hoc forward-looking elements.

At the conclusion of this redevelopment, TRYM will be used to produce macroeconomic forecasts
and sensitivity analysis as an input into the NAFF. Treasury is aiming for the redeveloped TRYM to
be fully operational for the Budget 2013 forecast round.

Further information on the TRYM model is provided at Attachment B.
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Recommendation 2:

A detailed assessment of the role, and appropriate type, of Treasury’s macro econometric model
was beyond the scope of this Review. However, the Review believes it is important to embed the
redeveloped TRYM model into the economic forecasting process, both as a complement to the
existing forecasting framework and to facilitate analysis of the impact of shocks to the domestic
economy.

Odysseus database

To undertake its forecasting and modelling work, DED uses a large number of economic time-series
imported from many external sources. The Treasury data holdings contain over 80,000 time-series. At
monthly and quarterly intervals, new time-series are retrieved and linked to historical data. The
manual effort required to undertake this process and maintain data integrity was particularly onerous.

Given the core nature of this work, DED has made a significant investment in a comprehensive
database management program, the Odysseus database. The development of this database followed an
independent review into data management and information practices within DED that identified a
number of problems associated with using Microsoft Excel as the data management, storage and
analysis program. Many of the data management problems faced by DED related to the size and
complexity of the time series being maintained, including the great number of links between Excel
worksheets and workbooks. Most of the time-series data used in Treasury are provided in Excel
format.

While mitigation strategies were put in place to deal with known risks, these strategies were resource
intensive and relatively inefficient. The Odysseus database has reduced operational risks; improved
data quality and integrity; provided more efficient mechanisms for data capture and processing;
improved analytical capability and enabled analytical staff to spend more of their time on economic
analysis instead of data checking.

2.3: Treasury’s Approach to Revenue Forecasting
Summary

. Treasury revenue forecasting methodology is similar to comparable official agencies overseas.
Forecasts of taxation revenue are built up from forecasts of individual revenue heads, which are
based on Treasury’s macroeconomic forecasts of the relevant economic base, and mapping
models, which account for the differences between taxable and economic bases.

. Revenue forecasts are subject to internal review, ahead of formal peer review at revenue
conferences held with the Australian Tax Office and Customs.

. Treasury overhauled its revenue forecasting methodology in response to the recommendations
of the 2005 Review. The 2005 Review found that Treasury was underestimating revenue, in
large part because Treasury had an inadequate understanding of the relationship between the
nominal economy and revenue and, related to this,observation, Treasury had underinvested in
taxation revenue data.

. Treasury is continually looking at ways to improve its forecasting methodology, including in

response to forecast errors. It is currently investigating the use of micro simulation models to
forecast individual income tax revenue.
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Context

Treasury is responsible for preparing the Australian Government’s taxation revenue forecasts. The
Revenue Analysis Unit (RAU) has around 10 staff to perform this task, significantly less than the
macroeconomic forecasting area, reflecting the revenue forecasting area’s narrower forecasting focus
and less onerous briefing work load.

Treasury prepares revenue forecasts twice a year, as well as the associated extensive commentary and
analysis of revenue developments to accompany the Government’s official forecasts, released at
Budget and MYEFO. Forecasts are usually generated for the remainder of the current fiscal year, the
budget year and the subsequent year, with projections prepared for the subsequent two years.
Forecasts take into account cyclical variation in economic activity, whereas projections are based on
long-term average growth rates.

The revenue forecasts are presented in the Budget documents on a cash basis. Under cash basis
reporting, tax receipts are accounted for at the time a tax payment is received by the Australian
Taxation Office (ATO). This is in contrast to the macroeconomic series which are reported in the
National Accounts on an accrual basis, to reflect the time when the economic activity occurred.
Timing adjustments are made to the economic base as part of the revenue forecasting process, in order
to take into account the likely lag between the timing of the economic activity and the associated
receipt of tax revenue by the ATO.

Forecasting Approach and Process

Similar to many countries, Treasury’s revenue forecasts are generated using a ‘bottom up’ approach,
where forecasts for individual revenue heads are prepared based on macroeconomic forecasts of the
relevant economic base and then aggregated to produce a total revenue forecast. Treasury also
maintains econometric approaches to estimating aggregate revenue. Over time, investments have
enabled the development of improved models of individual heads of revenue which, in turn, has seen
Treasury place more weight on these models to generate revenue forecasts and less weight on more
aggregate approaches.

The revenue forecasting methodology can be best described as ‘mapping’, rather than modelling. This
is because, firstly, the revenue head models are largely accounting frameworks, with an elasticity of
one typically applied to forecasts of the taxable base (the reasons, for which, are discussed below).
And, secondly, the macroeconomic forecasts supplied by DED are typically used to grow the taxable
base without being subject to judgemental adjustment (also discussed further, below).

The revenue forecasting models are largely accounting frameworks designed to account for the
conceptual differences between the taxable base, which reflects Taxation Law principles, and the
economic base, forecast by DED, which reflects National Accounting principles. These differences
are most pronounced for the income tax heads of revenue, in particular corporate income tax. For this
head of revenue, gross operating surplus (GOS) is the relevant National Accounts measure of
economic income. However, many adjustments need to be made to GOS to account for conceptual
differences with taxable corporate profits before it can be used for revenue forecasting purposes. For
example, corporate GOS is measured before deducting depreciation charges and debt-servicing
interest expenses. It also excludes holding gains or losses in trading stock and realised capital gains or
losses in the assets and liabilities of the corporate sector. For other revenue heads, such as excise,
forecasts of the economic base supplied by DED can be used more directly, with less adjustment,
because the taxable and economic bases are more closely aligned.

Econometric techniques are not usually required to uncover the quantitative relationships between a

head of revenue and its taxable base. This is because, conceptually, the elasticity of revenue to its
taxable base is one for revenue heads with a flat tax rate. This is the case for most Commonwealth
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taxes. Intuitively, this means that taxation revenue increases by one per cent for each increase of
one per cent in the taxable base. The main exception is Treasury’s model for income tax withholding,
which incorporates an elasticity which has been econometrically estimated, to capture the
progressivity of the individuals’ income tax system.

The revenue forecasting models generate forecasts on an income year or accrual basis. These forecasts
need to be adjusted for the revenue head’s payment arrangements to generate forecasts on a cash
basis. The payment arrangements introduce a lag between the timing of the economic activity and the
receipt of the associated revenue — for example, 60 per cent of corporate income tax is typically
received in the year that the profit is generated, with the remaining 40 per cent received in the
following year. Further adjustments are made to take into account any information on recent taxation
collections provided by the ATO.

It follows from this approach to forecasting that the focus of Treasury’s model development is
improving its understanding of each taxable base. The models mimic, as closely as possible, the
structure of the relevant income tax returns and payments systems. RAU works closely with the ATO
to improve its technical understanding of the taxable bases and the tax payments system. It also works
closely with DED to improve its understanding of the difference between the taxable and economic
bases, and to identify and resolve instances where taxation receipts and economic data are providing
conflicting signals about the state of the nominal economy. Several improvements to the information
flows and knowledge transfer between these areas are described at Attachment C.

Once a new set of macroeconomic forecasts have been received, revenue head analysts prepare
preliminary revenue forecasts on an accruals (income-year) basis by updating their models for the
latest forecasts of the economic base. Adjustments may be made to individual components of the
taxable base where additional information indicates that they are unlikely to grow in line with the
forecast of the economic base provided by DED. The analyst then adjusts accruals (income year)
forecasts for timing issues, to generate revenue forecasts on a cash basis. As mentioned, further
adjustments are made to take into account any information on recent tax collections from the ATO.

The cash tax revenue forecasts are then adjusted for the estimated impact of government policy
decisions, court decisions and ATO compliance activity, to produce a forecast for each head of
revenue.

The analysts discuss their forecasts with their colleagues and management. The forecasts are also
subject to formal peer review at revenue conferences held with the ATO and Customs.

Judgement is employed in Treasury’s revenue forecasting process generally to deal with issues where
there are little data or historical precedent — for example, the likely profile of the recovery in capital
gains tax receipts following the global financial crisis. The main reason for this approach is to prevent
inconsistencies between the macroeconomic and revenue forecasts, which could result in the Budget
presenting one view on the nominal economy and a conflicting view on taxation revenue. It would
also reduce the transparency of the forecasting process.

A stylised schematic of the revenue forecasting framework is provided in Figure 2.2, below. It shows

the external data inputs into the forecasting process (highlighted in blue), the major categories of head
of revenue mapping model (highlighted in red) and the forecast outputs (highlighted in green).
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Figure 2.2: Revenue Forecasting Framework
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Data limitations are a constraint on the modelling techniques and tools that can be employed in
revenue forecasting. They include:

the long lags in receiving detailed income tax return data (the main detailed publication,
‘Taxation Statistics’, is published with a lag of close to two years, in order to allow the majority
of taxpayers to be captured in the data);

the aggregated nature of items in tax returns, particularly for corporate tax payers, with the
effect of reducing information on drivers of assessable income for revenue forecasting
purposes; and

data completeness issues — for example, each edition of Taxation Statistics is based on tax
returns lodged up until a certain date, so the data needs to be scaled up to attempt to account for
all eventual taxpayers (including those likely to lodge beyond that date).

To assist in overcoming these data limitations, Treasury utilises a variety of sources of unpublished
partial data in the revenue forecasting process, including:

20

monthly tax collection outcomes from the ATO;

matched tax return data (the ATO extrapolates tax revenue outcomes for the current year by
comparing a sample of taxpayers who have already lodged against these taxpayer’s returns
from the previous year);

advanced release of information from Taxation Statistics;

Business Activity Statement data;
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. ATO business liaison information. The ATO advise Treasury of ‘one off” noteworthy
information they receive from their business liaison teams. The advice is largely
commercial-in-confidence in nature, relating to the expected timing and value of specific
companies taxation liabilities; and

. Australian Prudential Regulation Authority (APRA) data on superannuation funds; and
Customs duty collection reports.

A more detailed description of the revenue forecasting process and governance is at Attachment C.
2005 Forecasting Review

The most recent major internal review of Treasury’s forecasting performance was the 2005 Review. It
was commissioned in response to significant upward revisions to successive published forecasts of
Australian Government taxation revenue over a number of years, which had drawn into question the
quality of Treasury’s forecasts at the time.

The major findings of the 2005 Review related to the revenue forecasts and revenue forecasting
methodology and included that:

. the underestimation in the Treasury’s revenue forecasts appeared to reflect a series of
conservative biases in the revenue forecasting process, combined with technical assumptions
that implied that forecast revenue growth was insufficiently sensitive to nominal GDP growth;

. Treasury had an inadequate understanding of the relationship between the nominal economy
and taxation revenue; and

. Treasury’s capacity to undertake meaningful analysis of taxation revenue had been severely
hampered by underinvestment in taxation revenue data.

In response to these findings, Treasury’s Executive Board established a dedicated team to implement
the recommendations of the Review that were designed to overhaul the data and methodology used to
forecast taxation revenue. The team subsequently made major investments in the quality of data sets
and forecasting methodology over an eighteen month period, with the assistance of the ABS and the
ATO. This work underpinned the construction of the new income tax revenue head mapping models.
This included constructing, and scaling, time series of income tax return data and preparing an
accounting mapping between taxable income and economic income (in practice, between data
published in Taxation Statistics and the National Accounts). The team also carefully prepared models
of income tax payment arrangements.

The 2005 Review also made a number of other recommendations designed to improve
macroeconomic and revenue forecasting methodology. These recommendations are at Attachment A,
together with an assessment of progress made towards their implementation.

Recent Improvements to Revenue Forecasting Methodology

The work of the implementation team has been continued by RAU. The mapping models are now
designed to mirror the tax payments system as closely as possible — for example, the personal
income tax model includes each of the income and expense items (wages and salaries, dividends,

interest income, work related expenses etc) that feed into the taxable income base.

Some recent improvements to the main mapping models are detailed below:
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Improving the model alignment with the economic base

Examination of some revenue head models has found that the data was of insufficient quality to
justify the level of disaggregation. The general approach, now taken, is to forecast at the level of the
broad head of revenue, rather than at greater levels of disaggregation. This is guided by the principle
that the forecast accuracy of total revenue depends on the forecast accuracy of the broad revenue
heads, not on the breakdown or ‘splits’ of particular revenue heads into sub components of revenue,
which are of only residual interest. The splits can then be estimated based on recent trends or other
information.

For example, total alcohol excise is now modelled, with the forecast then split into the sub
components of alcohol excise, such as beer excise. This approach has had the effect of improving the
model alignment with the economic base. For example, beer excise has no discernible historical
relationship with total private consumption of alcohol — the economic base forecast by DED. A
higher level of aggregation has also been applied to the modelling of tobacco excise.

The superannuation and capital gains tax models have also been rebuilt based on the balance sheet for
the relevant tax entity, rather than a flow of income approach. This more closely mirrors the process
by which capital gains are generated. It allows for capital losses to be calculated separately and taken
into account in calculating the taxable income base.

Improvements to data sources

Some of the head of revenue models have been improved through the use of data from additional or
better sources. For example, the superannuation model has been enhanced using data from APRA,
which cover around two-thirds of Australia’s superannuation funds, and are timelier than Taxation
Statistics (as at July 2012, APRA data are available for 2010-11, compared with 2009-10 for Taxation
Statistics). In addition, the capital gains tax model has also been enhanced by making better use of
asset price data from the RBA, the ABS and the ASX.

Use of micro simulation techniques

RAU is currently exploring the use of micro-simulation techniques in personal income tax models.
While data limitations had previously constrained the use of micro-simulation techniques,
arrangements have now been put in place to allow RAU to access detailed confidentialised personal
income tax data from the ATO, with appropriate safeguards in place. Some other countries, including
the United States, employ micro-simulation techniques in their personal income tax revenue
forecasting.

Micro simulation models operate at the level of the individual behavioural entity, such as a person,
family, or firm. Such models simulate large representative populations of these low-level entities in
order to draw conclusions that apply to higher levels of aggregation such as an entire country. This
type of model is distinct from aggregate models whose explanatory variables already represent
collective properties. Certain types of modelling problems are best dealt with using micro simulation,
whereas for others an aggregate approach is more appropriate.

In particular, the application of micro-simulation techniques to personal income tax may improve the
revenue forecasts by helping to identify and forecast characteristics of the taxpayer population that are
changing over time. Some examples are provided below.

. The distribution of various forms of income varies markedly. For example, interest and
dividend income is generally earned by those facing higher income tax scales, whereas pension
income is generally earned by those at the lower end. Being able to apply different rates to
different income items would provide more robust forecasts.
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. Dis-equiproportional growth in income distributions could be explicitly factored into the
analysis and forecasts, rather than indirectly, via econometric techniques.

. The impact of population ageing on personal income tax revenue could be better quantified.

Recommendation 3:

Treasury should examine the feasibility of constructing a micro simulation model for forecasting
personal income tax, as is the practice in the United States and United Kingdom.

2.4: Strengthening the Governance of Treasury’s Forecasting Processes

Notwithstanding the generally robust nature of existing practices, the Review has made some
recommendations that would strengthen existing governance arrangements in order to improve the
credibility and transparency of Treasury’s forecasting processes. These recommendations would also
bring these arrangements more in line with the practices of official agencies overseas.

The importance of credible and transparent forecasts in supporting public confidence has been
highlighted by current global economic uncertainty. Publishing forecasting models, data, and
technical assumptions in order to open them up to external scrutiny provides greater transparency. It
also allows for feedback and testing of assumptions, leading to model improvements over time, as
well as enhancing the credibility of the model’s forecasts.

These considerations lead the Review to recommend:

Recommendation 4:

Treasury should publish technical documentation that describes the data and the conceptual and
econometric basis of models used for economic and revenue forecasting. A number of official
agencies overseas have published technical documentation of their forecasting models.

Large forecasting errors can reduce the credibility of forecasts, particularly as they are viewed with
the benefit of hindsight (which reveals information that was not available to the forecaster at the time
the forecasts were prepared). In this regard the Review notes that forecasting is an inherently difficult
exercise and, on occasion, large forecasting errors are inevitable, especially at times of economic
volatility. Regular public reviews of forecasting performance can help to provide perspective on
forecast errors. They can also improve the transparency of the forecasting process.

These considerations lead the Review to recommend:

Recommendation 5:

Treasury should include in the Budget papers a high level review of the economic forecast errors
(nominal and real GDP) for the previous financial year, as a complement to the existing discussion
of revenue forecasting errors.

Recommendation 6:

Reviews of Treasury’s forecasting performance should be undertaken at least every five years to
examine the causes of forecast errors and to help identify areas in which Treasury’s forecasting
methodology could be improved. These Reviews should be overseen by an independent external
reference group.
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SECTION 3: QUALITY AND ACCURACY OF FORECAST PERFORMANCE

3.1: Approach to Forecasting Assessment
Summary

. The Review has assessed Treasury’s forecast performance against two desirable properties of
forecasts. First, the forecasts should be unbiased, that is the expected forecast error should be
zero. And, second, the forecasts should be accurate, that is the actual forecast errors should be
minimised to the extent possible.

. To provide a benchmark against which to assess accuracy, Treasury’s forecast performance is
compared to that of other domestic forecasters and official agencies overseas and also to the
performance of naive forecasting rules, based on the past trend behaviour of the forecast series.

Description of the data

The Review has focused its assessment of Treasury’s macroeconomic forecasts on those series which
are most important for revenue forecasting. These series include nominal GDP and the major
components of the income measure of nominal GDP, in particular compensation of employees and
gross operating surplus. The nominal GDP forecasts are constructed from the real GDP and GDP
deflator forecasts, and therefore these series, and the terms of trade, are also assessed. In terms of
Treasury’s revenue forecasts, the Review has assessed the performance of aggregate taxation revenue
and the major heads of revenue. All the analysis presented for revenue is on a cash basis because this
is the only method of recognition of revenue that has data back to 1990-91.

The forecasts are assessed over the period 1990-91 to 2011-12, data permitting. The start date for the
assessment period was chosen because it coincides with a major structural break in the economy,
reflecting the transition of Australia to a low-inflation environment. The forecasts are also assessed
over four distinct economic sub-periods that reveal patterns in forecast errors that are obscured over
the full sample. These sub periods are: 1990-91 to 1993-94, which includes the early 1990s recession;
1994-95 to 2002-03, which covers a period of relatively stable growth; 2003-04 to 2007-08, which
covers the first mining boom; and 2008-09 to 2011-12, which includes the global financial crisis, and
the emergence of a second phase of the mining boom.

In principle, the macroeconomic forecast performance could be measured against the ABS’s first, or
most recent, published outcomes, which are from the June quarter 2012 National Accounts release (at
the time of the preparation of this report). The measure of forecast performance depends importantly
on the choice of benchmark due to ABS revisions. The Review has compared Treasury forecasts with
the most recent estimated outcomes for two reasons. First, the most recent estimated outcomes
represent the ABS’s current best estimates of the true outcomes. And, second, Treasury’s revenue
mapping models use the most recent estimates of the nominal economy in order to forecast taxation
revenue and hence it is these estimates that are most important for revenue forecasting purposes.1

Measures of forecasting performance
There are many approaches to measuring forecast performance. The Review bases its assessment of

Treasury’s forecast performance upon two desirable properties of forecasts. First, the forecasts should
be unbiased, that is the expected forecast error should be zero. And, second, the forecasts should be

1 One disadvantage of this approach is that ABS revisions can reflect changes in the definitions of series, including as the
result of the adoption of more recent international benchmarks for national accounting statistics.
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accurate, that is the actual forecast errors should be minimised to the extent possible.2 It draws upon
metrics that have been commonly used in such analysis, and are easy to interpret. These metrics are
the mean error and the mean absolute error (or in percentage points, the mean absolute percentage
error).

The mean error measures the bias of the forecasts. A positive (negative) number indicates that, on
average, the forecast has tended to be higher (lower) than the outcome. All other things equal, a figure
closer to zero indicates a better forecasting performance. The mean absolute error measures the
accuracy of the forecasts, as it measures the average distance between the forecast and the outcome,
which is the size of the typical error. All other things equal, a smaller number indicates a better
forecasting performance.

Formally, the metrics are calculated as:

Lo (i fed) s [ )
Mean error = ==2 ftnl Jeoi , and Mean absolute percentage error = — o IV tnl Jei :

where: f;{"and f; are the forecast and actual growth rates for the series being assessed.

The main alternative metric of forecasting performance is the root-mean-squared-error, which places
greater weight on large forecast errors. Most studies, such as Zarnowitz (1991)” for the United States
and Holden and Peel (1988)" for the United Kingdom, find that conclusions are insensitive to the
choice of measure.

As with any statistical assessment of forecast performance there are limitations in the interpretation of
these metrics. In particular, a small sample size reduces the reliability of sample averages as a few
large errors can have an unduly large influence. Hence it is necessary to base conclusions on tests of
statistical significance. These measures also need to be interpreted in light of the average growth rate
of the series being forecast — a 1 percentage point mean error (or bias) in annual growth forecasts for
a series that grows on average by 40 per cent per annum is a very different performance to the same
mean error in a series that grows on average by 2 per cent.

Forecast comparisons and their limitations

To provide a benchmark against which to assess accuracy, Treasury’s forecasts are compared with
those of selected domestic and official agencies overseas. In terms of domestic forecasters, Treasury’s
macroeconomic forecasts are compared with those produced by the Reserve Bank of Australia (RBA),
Deloitte-Access Economics (Access) and Consensus Economics. Its revenue forecasts are compared
with those produced by Access. Both sets of forecasts are compared to those produced by official
agencies in the United States, Canada, the United Kingdom and New Zealand. Treasury’s forecasts
are also compared with those generated by a naive forecasting rule, which assumes that the series
being forecast simply continues to grow at its recent average observed rate (one, three, five and
ten year moving averages of the forecast series were considered).

Forecast comparisons provide insight although they need to be carefully interpreted. In particular,
different agencies tend to finalise their forecasts at different times. A forecast prepared at a later time
is likely to have an information advantage. This could reflect the receipt of additional official statistics
or knowledge of a new macroeconomic development, for example consider the difference between the

2 The serial correlation of the forecast errors and the success rate in identifying the direction of changes in GDP growth are
also considered, although the Review has not reported on these metrics in detail.

3 Zarnowitz, V. 1991, ‘Has macro-forecasting failed?’, NBER working papers, no 3867.

4 Holden, K. and Peel, D. 1988, ‘A comparison of some inflation, growth and unemployment forecasts’, Journal of Economic

Studies, 15(5), pp. 5-21.
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macroeconomic outlook the month before, and the month after, the collapse of Lehman Brothers in
September 2008. Forecast comparisons are also sensitive to the chosen sample period.

Challenges to preparing forecasts

Forecasting errors are inevitable, even with the most rigorous forecasting framework and procedures.
Forecasting is an inherently difficult exercise and errors arise from many sources. Models — which
describe behavioural economic relationships — are always simplifications of the modern complex
economy. Coefficient estimates — which provide an assessment of the strength of economic
relationships — may be imprecise, particularly in the face of continual structural change. Exogenous
assumptions, such as the exchange rate, or the international economic outlook, might turn out to be
wrong. More often than not, there are shocks to the economy which were not anticipated at the time of
the forecasts. The official statistics are also subject to revision.

Many of these forecasting errors are unavoidable. That said, a forecasting methodology that draws
upon the range of available information, and processes that information efficiently, should help to
minimise forecasting errors.

3.2: Treasury’s Macroeconomic Forecasting Performance
Summary of macroeconomic forecasting performance

. Treasury’s forecasts of nominal GDP growth exhibit little evidence of bias over the past two
decades; although, with the benefit of hindsight, forecast errors have been correlated with the
economic cycle. Hence, Treasury has tended to underestimate growth during economic
upswings and overestimate growth during economic downturns.

. Treasury’s macroeconomic forecasts have been reasonably accurate. Treasury’s forecast
performance has been comparable with that of other domestic forecasters. Its forecasts are
comparable with, or better than, those of official agencies overseas. They also compare
favourably with statistical benchmarks generated by a naive trend forecasting rule.

. Within these general findings, however, Treasury’s forecasts exhibit periods of quite high
accuracy, interspersed with occasional periods of large outliers.

. Treasury’s forecasts of GDP deflator growth are less accurate than those of real GDP growth.
In particular, there were extended periods in the 1990s where outcomes were overestimated and
in the 2000s where outcomes were underestimated. In recent years, this has substantially
reflected the difficulty of forecasting commodity prices.

Nominal GDP

Treasury’s forecasts of nominal GDP growth exhibit little evidence of bias over the past two decades,
with the mean Budget forecast error being insignificantly different from zero (Table 3.1). Over this
period, Treasury’s forecasts have been reasonably accurate, exhibiting a mean absolute percentage
error (MAPE) of 1.6 percentage points across Budget forecast rounds.
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Table 3.1: Performance of Nominal GDP Growth Forecasts against Most Recent Estimated
Outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -0.3 1.2 1.4 1.7 -0.3 0.7 -1.5 1.5 -0.2 1.3
Budget (a) -0.1 1.6 2.7 2.7 -0.2 0.8 -1.8 1.8 -0.2 2.2
MYEFO (b) 0.0 1.3 2.0 2.0 -0.4 1.0 -1.3 1.3 0.5 1.5

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

That said, an examination of the patterns in forecast errors in Table 3.1, and Figure 3.1, reveals a more
variable performance across economic sub periods, with the forecast errors being correlated with the
economic cycle, with the benefit of hindsight. In particular, Treasury overestimated nominal GDP
growth in the early 1990s (1990-91 to 1993-94), as the recession at that time was not forecast, nor was
the speed of the transition to a low inflation environment. It also underestimated nominal GDP growth
during Mining Boom Mark I (2003-04 to 2007-08), with broadly offsetting effects over the full
sample.

Figure 3.1: Evolution of Nominal GDP Growth Forecasts
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The patterns in forecast errors in recent years reflect the challenges of forecasting two major
economic developments. The first of these relates to the rapid rates of industrialisation in Asia,
particularly in China, which increased worldwide demand for natural resources (Mining Boom
Mark I). Treasury underestimated the extent of the resultant sharp and sustained rise in commodity
prices through the mid-2000s, which led to an underestimation of Australia’s terms of trade and, in
turn, nominal economic outcomes.

The second relates to the impact of the global financial crisis (GFC), and its aftermath, on the
Australian economy. Treasury did not predict the onset of the GFC in 2008-09, and subsequently
overestimated its effect on growth in 2009-10. This saw large forecast errors generated in 2008-09
and 2009-10. In particular, in the 2009-10 Budget, at the height of a period of significant global and
domestic pessimism, Treasury forecast a recession in 2009-10 that did not eventuate.

These episodes are discussed in more detail in Section 4. These patterns in forecast errors are apparent
in subsequent figures and tables, below.
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Real GDP

Treasury’s forecasts of real GDP growth also exhibit little evidence of bias, with the mean Budget
forecast error being insignificantly different from zero (Table 3.2 and Figure 3.2). Its real GDP
growth forecasts have been quite accurate, with the MAPE generally remaining within a range of 2 to
1 percentage point. Treasury’s forecasting performance has been less accurate in recent years than
over the full sample period, reflecting greater volatility in real GDP growth as a result of the impact of
the GFC, and its aftermath, on the Australian economy.

Table 3.2: Performance of Real GDP Growth Forecasts against Most Recent Estimated
Outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE  Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -0.1 0.7 0.0 0.9 -0.2 0.7 -0.3 0.5 0.1 0.9
Budget (a) 0.0 0.9 0.8 1.2 -0.3 0.9 -0.2 0.4 0.1 1.5
MYEFO (b) -0.1 0.9 0.2 1.5 0.3 0.9 -0.3 0.5 0.3 0.7

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

Figure 3.2: Evolution of Real GDP Growth Forecasts
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These findings contrast with those of a recent study by Frankel (2011) of official government real
growth rate (and budget balance) forecasts between 1985 and 2009 in 33 countries. That study found
that official agency forecasts tended to have a positive average bias; are more biased in booms (and
are even more biased at the three-year horizon than at shorter horizons). The data for Australia
indicate little bias in all these respects compared with other countries.

The different volatility of the various expenditure components of GDP makes some easier to forecast
than others (Table 3.3). Not surprisingly, Treasury’s forecasts of the most volatile expenditure
components tend to be the least accurate, with the largest MAPEs. Treasury has had the greatest
difficulty in accurately forecasting business and dwelling investment, with the former, as an
import-intensive component of GDP, also having an impact on the accuracy of the imports’ forecasts.
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Table 3.3: Performance of GDP Expenditure Component Growth Forecasts (1998-99 to
2011-12, All Forecast Rounds)

Mean error MAPE Standard deviation Share of economy(b)

% points % points of series(a) %
Household Consumption -0.1 0.8 1.3 56
Public Final Demand -0.2 0.9 1.6 19
Exports 1.2 2.7 5.7 20
Imports -1.1 3.5 3.0 -21
Business Investment -24 4.7 8.1 15
Dw elling Investment -0.5 4.9 9.6 6
GDP -0.1 0.7 1.0 100

(a)Standard deviation of series grow th rates, from 1998-99 to 2011-12.
(b)Average share of economy, from 1998-99 to 2011-12.

An examination of the mean forecasting errors of the expenditure components of GDP indicates that
Treasury has overestimated exports growth in recent years, and underestimated business investment
and, in turn, imports growth. In particular, since the beginning of Mining Boom Mark I, Treasury has
consistently overestimated growth in non-rural commodity exports (Figure 3.3). These forecasts are
heavily influenced by mining company’s stated targets, which have consistently exceeded actual
outcomes, in part due to the impact of natural disasters and infrastructure bottlenecks. Treasury has
also been overly pessimistic forecasting business investment, particularly the mining-boom related
surge in engineering construction (Figure 3.3).

Figure 3.3: Evolution of Non-rural Commodity Exports and Engineering Construction
Growth Forecasts
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GDP deflator

Treasury’s forecasts of GDP deflator growth have been less accurate than Treasury’s forecasts of real
GDP growth. In particular, GDP deflator growth was consistently overestimated in the 1990s,
although the size of the forecast error fell on average through the decade (Table 3.4 and Figure 3.4).
As discussed, this reflects the recession in the early 1990s, which was not forecast, nor was the
durability of the transition to a low-inflation environment. In contrast, over the period from the early
2000s through to the GFC, GDP deflator growth was consistently underestimated, as discussed, due to
Treasury underestimating the extent and duration of the sharp rise in Australia’s terms of trade as a
result of Mining Boom Mark I. These episodes have had broadly offsetting impacts on the mean
forecast error over the full sample
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Table 3.4: Performance of GDP Deflator Growth Forecasts against Most Recent Estimated
Outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -0.1 1.1 1.4 1.4 -0.1 0.9 -1.1 1.2 -0.4 1.1
Budget (a) -0.1 1.4 1.9 1.9 0.0 1.2 -1.5 1.5 -0.3 1.2
MYEFO (b) 0.1 1.1 1.8 1.8 -0.1 0.9 -1.0 1.0 0.1 1.0

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

Figure 3.4: Evolution of the GDP Deflator Growth Forecasts
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These observations lead the Review to recommend that:

Recommendation 7:

Treasury should invest relatively more resources in understanding and forecasting GDP
deflator growth and its components, in particular, commodity prices, and hence in nominal
GDP growth.

Comparison with other domestic forecasters

Treasury’s forecasting performance is compared with that of Access and the RBA in Table 3.5 at
various forecasting horizons. As discussed in Section 3.1, the Review acknowledges the difficulty of
drawing exact like-with-like forecast comparisons. Forecasting institutions run on different
timetables, and forecasts made later will naturally have an advantage over those made earlier for a
given reference period. For example, the timing of Treasury forecasts has tended to be optimised
around the release of National Accounts data, whereas for the RBA they are more likely to be
optimised around the release of CPI data. This would contribute to the configuration of relative results
for the two sets of forecasts. Results are likely to be sensitive to the choice of sub-periods. To help to
reduce informational advantages relating to the timing of the preparation of forecasts, the results for
the RBA and Access in Table 3.5 are based on forecasts containing the same National Accounts
information as Treasury’s forecasts.

Treasury’s forecasting performance for the core macroeconomic series have been comparable with
that of Access and the RBA over the past two decades (Table 5). The differences in forecasting
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accuracy across agencies are small and not statistically significant at the 10 per cent level.” That is to
say, the differences could not be distinguished from random noise. Consistent with this finding, the
ranking of forecasters varies across macroeconomic series and forecasting rounds. The variation in
rank suggests that comparisons of relative forecast accuracy will be sensitive to the sample period.
Due to data limitations, RBA forecasts for the GDP deflator, nominal GDP and the terms of trade are
only available since 2000, and so are not shown in the table. Over this shorter sample, RBA forecast
accuracy was not significantly different to that of Treasury.

Table 3.5: Performance of Access, the RBA and Treasury Forecasts (MAPE)

MYEFO Budget MYEFO Budget Average
To end of financial year: 7 quarters 5 quarters 3 quarters 1 quarter forecasts
1993-94 to 2011-12
Real GDP
Access 0.8 0.9 0.8 0.5 0.7
RBA 1.0 0.9 0.7 0.4 0.8
Treasury 0.7 0.9 0.8 0.5 0.7
1996-97 to 2011-12
CPI (tty)
RBA 1.1 1.0 0.6 0.1 0.7
Treasury 0.9 1.1 0.8 0.3 0.7
GDP deflator
Access 1.8 1.5 0.8 0.6 1.2
Treasury 1.7 1.4 1.0 0.5
Nominal GDP
Access 1.7 1.6 1.0 0.7 1.3
Treasury 1.3 1.5 1.3 0.7 1.2
Terms of trade
Access 7.3 6.7 4.3 1.8 5.0
Treasury 5.4 4.4 2.7 1.0 3.4

Note: the differences in the results between agencies are statistically insignificant.

This assessment is supported by examination of the patterns of forecast errors across agencies.
Figure 3.5 shows the patterns in forecast errors across agencies for real GDP growth for the Budget
forecast round (five quarters before the end of the financial year). The striking feature of this chart is
the similarity of the forecast errors, with the small variation across agencies contrasting with the
significant variation in errors across time. It may also be interesting to note that the ranking of
forecasters has no persistence but changes almost every year, consistent with the large random
element in measures of forecast accuracy.

The patterns in forecast errors across agencies for nominal GDP growth and terms of trade growth for
the Budget forecast round are shown in Figures 3.14 and 3.15 in the Appendix to this section.

5 The statistical significance between forecasts was econometrically tested using a Diebold-Mariano test. In general, the test

requires the forecast errors of two forecasts {y;.}f—; and {yjt}lefor a key variable{y,}I_;. These errors are typically

T . . .
denoted as {e;}7-; and{ejt}t=1~ An absolute loss function d; = |e;;| — |ejt| is then constructed and regressed against a
constant, with the null hypothesis of equal forecast accuracy (or zero loss) tested using the Diebold-Mariano test statistic.

= d, —. . .
DM statistic = d; Var[T’] , where d; is the sample mean loss differential.
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Figure 3.5: Comparison of Budget Forecast Errors for Real GDP Growth
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It is noteworthy that the MAPEs for Treasury’s MYEFO forecasts (seven quarters before the end of
the forecast year) tend to be smaller than those for the Budget forecasts (five quarter before the end of
the financial year), despite the latter having more information. This is because the Budget data include
a large error relating to the forecast of a domestic recession in 2009-10 due to the GFC, which did not
eventuate. The corresponding forecast at MYEFO (two quarters earlier) did not forecast a recession in
2009-10.

The performance of Treasury’s forecasts of real GDP growth is also comparable to those of
Consensus Economics (see Table 3.6).

Table 3.6: Performance of Consensus, the RBA and Treasury Forecasts for Real GDP growth:
2000 to 2011: Calendar Year: MAPE

Budget MY EFO Budget MY EFO Average
To end of calendar year: 7 quarters 5 quarters 3 quarters 1 quarter forecasts
Real GDP
Consensus 0.70 0.72 0.81 0.59 0.70
RBA 1.42 0.78 0.84 0.56 0.90
Treasury 0.87 0.66 0.67 0.49 0.67

Note: the differences in the results between agencies are statistically insignificant.
Comparison with official agencies overseas

Treasury’s forecast performance has been comparable with, or better than, the performance of official
agencies overseas over the past decade, although some caution is required in making cross country
comparisons over a period as short as ten years, and given that official agencies prepare forecasts at
different times in the year (Figure 3.6). In particular, Australia’s official forecasts of nominal GDP
growth outperform those of New Zealand, but are statistically insignificant from those of Canada, the
United Kingdom and the United States. Australia’s official forecasts of real GDP growth are
statistically insignificant different from those of Canada, New Zealand, the United Kingdom and the
United States.

It is interesting to note that all official agencies missed the onset of the GFC and tended to overstate
its effect on activity in 2009-10, albeit to varying degrees (Figure 3.6). As a result, all official
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agencies tended to overestimate economic growth outcomes in 2008-09 and underestimate outcomes
in 2009-10.

Figure 3.6: International Comparison of Budget Forecast Errors across
Official Agencies: 2001-02 to 2010-11
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Australia’s Budget is published in early May, two months before of the start of the Budget financial year; the
United Kingdom’s Budget is published in March, one-month before the start of its Budget March year; Canada’s Budget is
published between January and March, within its Budget calendar year, New Zealand’s Budget is published in May,
two months before the start of its Budget June year; and the United States’ Budget is published in February eight months
before the start of its Budget September year.

It is also worth noting that over this period domestic forecasters faced a dramatic rise in Australia’s
terms of trade of almost 200 per cent, which, as discussed, has contributed to the nominal GDP
growth forecast errors. This is in stark contrast to the experience of the other countries surveyed
(Figure 3.7). This would have contributed to the configuration of the relative results for the
international forecast comparison, as would the relative severity of the impact of the GFC on the
domestic economies of the countries surveyed (Figure 3.6).
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Figure 3.7: Terms of Trade, by Country
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Comparison with naive trend forecasts

Treasury’s real and nominal GDP growth forecasts tend to outperform trend estimates for the
Budget forecast round (one quarter out from the start of the financial year) (Table 3.7). An
examination of the data over sub periods reveals, perhaps unsurprisingly, that it is more
difficult to outperform trend estimates during periods of relative economic stability. In
contrast, during periods of economic volatility, forecasters can more rapidly incorporate
information reflecting a changing environment, for example, the transition to the low
inflation environment in the early 1990’s, than backward-looking trend forecasts.

Table 3.7: Performance of Treasury Budget Forecasts and Naive Trend Forecasts against Most
Recent Estimated Outcomes (1990-91 to 2011-12)

Nominal GDP GDP Deflator Real GDP
Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points
Budget (a) 0.0 1.6 0.0 1.4 0.0 0.9
Trend forecasts 1 yr 0.5 2.2 0.3 1.7 0.1 1.4*
Trend forecasts 3 yr 0.8 2.2 0.5 1.6 0.2 1.3*
Trend forecasts 5 yr 1.0 2.2 0.6 1.5 0.3 1.3*
Trend forecasts 10 yr 1.4 2.7* 1.1 1.8 0.3 1.1

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
*Trend MAPEs significantly differ from Budget at the 10% level.

3.3: Treasury’s Revenue Forecasting Performance

Summary of revenue forecasting performance

. Treasury’s taxation revenue forecasts have exhibited little evidence of bias over the full sample,
although this conceals sustained periods where Treasury has under, or over, forecast revenue,

with broadly offsetting effects overall, as was found with the macroeconomic forecasts.

. Taking into account the high degree of difficulty inherent in preparing revenue forecasts,
Treasury’s forecasts are on the whole reasonably accurate. They are comparable with those of
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Access and are comparable with, or better than, those of official agencies overseas. They easily
outperform statistical benchmarks.

. The heads of revenue with the largest forecast errors in recent years have been company tax and
capital gains tax. These are two of the most volatile heads of revenue, and they have been
particularly challenging to forecast in the aftermath of the GFC.

Taxation Revenue

Treasury’s forecasts of taxation revenue growth have exhibited little evidence of bias over the past
two decades, with the average Budget forecast error being insignificantly different from zero over this
period. Taking into account the high degree of difficulty inherent in preparing revenue forecasts,
Treasury’s forecasts are on the whole reasonably accurate (Figure 3.8 and Table 3.8). However,
within this timeframe, there have been periods when revenue has been persistently underestimated (in
particular, the period from the early 2000s until the GFC) and periods where revenue has been
persistently overestimated (the early-1990s recession, and the recent period since the GFC).

Figure 3.8: Evolution of Taxation Revenue Growth Forecasts
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A major contributor to the errors in the taxation revenue forecasts have been the errors in the
macroeconomic forecasts. However, there are additional sources of error that reflect taxation-specific
factors, such as errors in assumptions made about the timing of the receipt of taxation revenue. As a
consequence, the revenue forecast errors are generally larger than those of the macroeconomic
forecasts. Over the past 22 years of Budget forecasts, the MAPE for the taxation revenue forecasts has
been around 1 percentage point higher than the MAPE for the nominal GDP forecasts (Table 3.8).
That said, overall, the revenue forecast errors have been reasonably well correlated with the nominal
economy forecast errors, with a correlation coefficient of 0.6 observed over the past decade, although
there are some notable outliers (Figure 3.9).

36



Section 3: Quality and Accuracy of Forecast Performance

Table 3.8: Performance of Taxation Revenue and Nominal GDP Forecasts

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE  Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

Budget forecasts (a)

Nominal GDP -0.1 1.6 2.7 2.7 -0.2 0.8 -1.8 1.8 -0.2 2.2

Total Tax Revenue -0.1 2.7 1.7 2.6 -1.2 2.0 -2.9 2.9 4.0 4.0
MYEFO forecasts (b)

Nominal GDP 0.0 1.3 2.0 2.0 -0.4 1.0 -1.3 1.3 0.5 1.5

Total Tax Revenue N/A N/A N/A N/A -1.5 1.8 -1.9 1.9 2.8 3.0

(a) Budget forecast for the financial year which starts in July (two months later). In 1990-91 to 1993-94 and 1996-97 the
Budget was published in August and so it is the Budget forecast for the financial year which had started one month earlier.
(b) MYEFO forecast for the financial year which started in July (around four months earlier) and is available from 1996-97.
Prior to 1996-97, the September round forecast is used for Nominal GDP (no taxation revenue forecasts are available).

Figure 3.9: Correlation between Budget Forecast Errors for Growth in
Nominal GDP and Taxation Revenue
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Forecast Errors by Head of Revenue

It can be revealing to break down the total taxation revenue forecast error into contributions from
individual heads of revenue in order to better understand the source of the forecast error.

The contribution of an individual head of revenue to the overall taxation revenue forecast error
depends upon its share of the tax base (its relative importance), and the error in the forecasts for that
head of revenue. The left-hand panel of Figure 3.10 shows the shares of the tax base for each of the
main heads of revenue, while the right-hand panel shows the standard deviation of the historical
growth rates for each head of revenue. Those with a larger standard deviation are more volatile and
will often be more difficult to forecast.
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Figure 3.10: Australian Government Heads of Revenue: Descriptive Statistics
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The contributions of the major head of revenues to the total Budget taxation revenue forecast error
since the start of Mining Boom Mark I are shown in Figure 3.11.

Figure 3.11: Contribution to Revenue Error by Head of Revenue
(Budget forecasts, 2003-04 to 2011-12)

S$billion $billion

25 25
== Company tax m— CGT === |ncome tax withholding i
1
20 | GST = Tgxes n.e.c. mmmm Other individuals i 20
Total tax revenue error !
15 | : 15
1
1
10 | | 10
.
1
5 + ! 5
1
1
1
0 . 0
! —_
1 B (0]
-5 | : %% -5
1 >
58
0 | ! §3 1 -10
= 8
T <L g
\ S
-15 - -15

2003-04 2004-05 200506 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12

As expected, the largest sources of forecast error come from the more volatile heads of revenue,
namely company tax and capital gains tax. In particular, the severity of the fall in company tax
receipts following the onset of the GFC was not predicted (receipts fell by 12.1 per cent in 2009-10,
compared with a forecast fall of only 2.4 per cent). The rebound in company tax receipts since the
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GFC has also failed to meet expectations. The reasons for these errors are explored further in
Section 4 of the report, and include higher-than-expected depreciation and royalty deductions
associated with the mining boom.

The capital gains tax errors reflect the underestimation of asset price growth during Mining Boom
Mark I followed by the general overestimation of asset price growth since the GFC. Capital gains tax
revenue has been particularly volatile over this period, with annual outcomes ranging from growth of
60 per cent in 2004-05 to a contraction of 43 per cent in 2009-10. Capital gains tax revenue has been
held down by the significant realisation of capital losses incurred during the GFC. These issues are
explored further in Section 4.

Comparison with other domestic forecasters and official agencies overseas

Deloitte Access Economics (‘Access’) is the only other forecaster of the Australian economy that has
published a history of taxation revenue forecasts that is sufficiently long for the purposes of forecast
comparison. Treasury’s forecasts of taxation revenue have been comparable with those of Access
Economics over the past two decades. The differences in forecasting accuracy between Treasury and
Access are small and were found not to be statistically significant (at the 10 per cent level). This
assessment is supported by an examination of the patterns in forecast errors across agencies in
Figure 3.12. A feature of Figure 3.12 is the similarity of the forecast errors, with the small variation
across agencies contrasting with the significant variation in errors across time, as was found with the
macroeconomic forecast comparison.

Figure 3.12: Treasury and Access Budget Forecasts of Taxation Revenue Growth
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Note: Access forecasts are on an accrual (not cash) basis from 1999-00, and are compared with Final Budget Outcomes on
an accrual basis. Access forecasts are generally taken from the May Budget Monitor (for Budget), which is typically
published around one week ahead of the Budget. Adjustments have been made to Access’ forecasts to help to reduce
Treasury’s information advantage. First, Access does not have information about new policy measures in the relevant
update. Access’ forecasts have been modified for the policy costings used by Treasury in the relevant update. Second,
Access does not have the most up-to-date tax collections information at the time it prepares its revenue forecasts. For
example, at Budget, Treasury knows tax collections for the current year up to the end of April. Access will be working off
tax collections data from at least one month earlier. There are often significant errors in Access’ estimates for the current
(base) year. In order to abstract from the base year errors potentially related to different access to information, the
comparison has been prepared on a growth rate basis. In fact, the errors for the base year estimates are not correlated with
the errors for the Budget year forecasts — the correlation coefficient between the current year errors and Budget year errors
(in per cent of level) is 0.04. Nevertheless, the comparison has been prepared in this way to reduce the possibility that the
results are driven by Treasury’s information advantage.

Compared with the forecasts of official agencies overseas, Treasury’s forecasts display less bias than
a number of the surveyed agencies over the past decade and, in terms of accuracy, Treasury’s
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forecasts are comparable with, or better than, those of the surveyed agencies (Figure 3.13). In
particular Australian Government Budget forecasts display less bias than those made by official
agencies in Canada, New Zealand and the United States. The differences in forecasting accuracy
between Australia and official agencies overseas were found not to be statistically significant at the
10 per cent level, except for the United States.

Figure 3.13: International Comparison of Budget Forecast Errors across Official Agencies:
Taxation Revenue Growth: 2001-02 to 2010-11

25 Per cent Per cent 25
2008-09 — ¢
20 + 1 20
15 1 15
10 ¢ 1 10
L 4 4
5| L 4 * 15
0 ¢ : * : * : : 0
-5 ¢ € — 2009-10 1-5
-10 1 -10
-15 - 415
Australia Canada (a) New Zealand United Kingdom United States (b)

(a) Canada excludes 2002-03 as the data is not available. (b) Adjusted for post-Budget changes to policies.

Note: There is a lag between the publication of budget forecasts and the commencement of each countries respective fiscal
year. Australia, Canada and New Zealand have a two month lag; the United Kingdom a one month lag; and the United States
(as discussed above) an eight month lag.

That said, it should be noted that the United States’ Budget forecasts are made further in advance of
the beginning of the financial year than in other countries, which may reduce forecast accuracy. In
particular, the United States’ Budget forecasts are published around eight months prior to the
beginning of the financial year, compared with one to two months for the other countries surveyed.
Taxation revenue growth has also been more volatile in the United States than in the other countries
surveyed, which also makes it harder to forecast.

Unsurprisingly, all international agencies significantly over-predicted taxation revenue growth during
2008-09, the year of the onset of the GFC (Figure 3.13). The pattern in 2009-10 is less clear.
Australia, Canada and New Zealand made quite accurate forecasts, while the United Kingdom
overestimated the impact of the GFC on taxation revenue and the United States underestimated its
impact.

Comparison with naive trend forecasts

Treasury’s taxation revenue forecasts outperform trend estimates for the Budget forecast round
(one quarter out from the start of the financial year) (Table 3.9). The differences in the MAPEs
between naive trend forecasts and Treasury’s forecasts are all statistically significant. Underlying
(policy adjusted) taxation revenue series are used for this analysis, which remove the advantage that
Treasury’s forecasts would otherwise have over the trend forecasts relating to the impact of new
policy on the outcomes, as well as the construction of the trend estimates For example, the Treasury
forecasts would factor in the introduction of the GST in 2000-01, whereas naive forecasts based on
trends in headline taxation revenue would not capture this new policy. Subsequent to the introduction
of the GST, naive trend forecasts based upon headline taxation revenue would be biased upwards
reflecting the introduction of the GST.
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Table 3.9: Performance of Treasury Budget Forecasts and Naive Trend Forecasts against
Estimated Underlying Taxation Revenue Growth Qutcomes (1990-91 to 2011-12)

Underlying Taxation Revenue

Mean Absolute

Me
an error Percentage Error
% points % points
Budget -0.1 24
Trend forecasts 1 yr -0.2 4.9
Trend forecasts 3 yr 0.8 4.8
Trend forecasts 5 yr 0.8 4.7
Trend forecasts 10 yr 1.9 4.2

Note: Trend is defined as the one, three, five and 10 year moving average annual growth rate in underlying taxation revenue.
Underlying taxation revenue growth is calculated by adjusting headline revenue for changes to policy between years.

Treasury’s forecasts tend to perform better than trend estimates during periods of economic volatility,
particularly during the two downturns in taxation revenue (the early 1990’s recession and the GFC).
This is because Treasury’s forecasters can more rapidly incorporate information relating to these
downturns, and the subsequent bounce back in taxation revenue during the recovery phase, than
backward-looking trend estimates.
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APPENDIX: MACROECONOMIC FORECAST COMPARISON WITH OTHER
DOMESTIC FORECASTERS
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Figure 3.15: Comparison of Budget Forecast Errors for Terms of Trade Growth
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SECTION 4: CASE STUDIES

4.1: Introduction

This section presents case studies of Treasury’s forecasting performance. The case studies relate to the
most recent challenges confronting forecasters, namely Mining Boom Mark I (2003-04 to 2007-08)
and the global financial crisis (GFC) and Mining Boom Mark II (2008-09 to 2011-12).

Treasury underestimated the extent of the rise in the terms of trade during Mining Boom Mark I,
which led to the underestimation of nominal economic outcomes and, in turn, taxation revenue, over
the period. In contrast, during the GFC and Mining Boom Mark II, taxation revenue growth has
generally been overestimated, with taxation receipts having struggled to recover from their post-crisis
lows, as accumulated losses continued to flow through the tax system.

The Budget forecast errors (forecast minus actuals) over these periods for nominal GDP and taxation
revenue growth are shown in Figure 4.1, below.

Figure 4.1: Budget Forecast Errors for Nominal GDP and Taxation Revenue Growth
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As part of Treasury’s process of continuous internal evaluation, these forecasting errors have resulted
in several improvements to economic and revenue forecasting methodology and process.

4.2: Mining Boom Mark I
Summary

+ In common with many other forecasters, Treasury underestimated the extent of the rise in
Australia’s terms of trade during Mining Boom Mark I, which led to the underestimation of
nominal economic outcomes. This reflected misjudgement of both demand and supply-side
developments in the mining sector.

« On the demand side, economic growth in China consistently exceeded forecasts over this period,
on average by around 2': percentage points per annum. As a result, the demand for steel and, in

turn, iron ore and metallurgical coal, was underestimated.

» Treasury also overestimated the speed at which global mining production would respond to the rise
in mining output prices. Treasury’s assessment was largely based on the mining companies’ global
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projections for production and export volumes, which consistently exceeded actual outcomes. In
Australia this partly reflected infrastructure bottlenecks and the impact of natural disasters.

« In response to these forecast errors, Treasury has progressed several initiatives designed to
enhance its capability to forecast commodity prices and volumes. As part of the JEFG process, a
balance of payments subcommittee has been established to focus specifically on the outlook for
bulk commodities, comprising Treasury, the RBA, BREE and the ABS. Treasury’s business
liaison program has been refocused to place greater weight on the mining industry. A major project
is also underway which uses detailed projections of commodity supply and demand to model the
outlook for commodity prices through the medium-term.

« Taxation revenue outcomes were also underestimated, largely reflecting the underestimation of the
strength of the nominal economy during this period. Counterfactual analysis finds that the revenue
forecast errors would have been small if the actual economic outcomes had been known at the time
that the revenue forecasts were being prepared.

« Capital gains tax (CGT) was a major source of forecast error during Mining Boom Mark I, in large
part, due to the underestimation of the sharp rise in asset prices over the period.

« In response to these forecast errors, Treasury overhauled its forecasting models to take better
account of the volatile nature of this head of revenue. CGT is now explicitly forecast in a stock
model (rather than being grown in line with other heads of revenue), which better allows for
periods of rapid asset price growth and the accumulation of capital gains and losses.

Background

The first phase of the mining boom spanned the five-year period to 2007-08, with rapid rates of
industrialisation in Asia, particularly in China, increasing worldwide demand for natural resources
and in turn, underpinning an investment boom and a sharp sustained rise in output prices in the
mining sector. As a result, Australia’s terms of trade rose by almost 50 per cent from early 2004 until
the onset of the GFC in 2008. The economy began to approach capacity constraints around 2006 and
2007, with unemployment heading down towards 4 per cent — a rate not seen since the early—1970s.
Monetary policy was tightened to address inflationary pressures, with inflation peaking at 5 per cent
in mid-2008.

Macroeconomic forecasting performance

In common with many other forecasters, a feature of Treasury’s macroeconomic forecasts during
Mining Boom Mark I was the underestimation of the sharp rise in Australia’s terms of trade, and in
turn nominal GDP growth, over the period. The main driver of the rise in the terms of trade, and
hence the main driver of Treasury’s forecast error, was a sustained increase in iron ore and coal
prices. Both demand and supply-side surprises explain the forecast errors. Figure 4.2 highlights the
consistent underestimation of the rise in the terms of trade over successive Budgets.
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Figure 4.2: Budget Forecasts of Australia’s Terms of Trade
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Note: The figure plots the forecast level of the terms of trade against outcomes, with the forecast level derived from forecast
growth rates of the terms of trade from successive Budgets beginning with the 2005-06 Budget.

On the demand side, forecasters consistently underestimated economic growth in China and other
emerging economies and hence underestimated the demand for steel and in turn iron ore and
metallurgical coal. This pattern was observed over the period of the first mining boom, with forecasts
of the Chinese economy only recently becoming more accurate. Over the period 2003 to 2007, the
average forecast error was 2 percentage points per annum. Figure 4.3 shows the Consensus
Economics two-year forecasts for Chinese real GDP growth against outcomes.

Figure 4.3: Consensus Economics Two-year Forecasts for Chinese Real GDP growth
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On the supply side, despite strong growth in mining investment in response to the sharp rise in
commodity prices, growth in mining production and in turn export volumes was consistently slower
than expected. As early as the 2005-06 Budget, the expectation was that production would quickly
catch-up with forecast demand. The expected supply response was based on what was perceived at the
time to be a conservative assessment of mining companies’ global projections for production and
export volumes, which consistently exceeded actual outcomes. In Australia this has partly reflected

45



Review of Treasury Macroeconomic and Revenue Forecasting

infrastructure bottlenecks and the impact of natural disasters. Figure 4.4 shows that non-rural
commodity export volume forecasts have been consistently overstated, with the error largely due to
overestimation of iron ore and coal export volumes.

Figure 4.4: Evolution of Non-Rural Commodity Export Price and Volume Growth Forecasts
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As a result of this experience Treasury has progressed several initiatives to build a deeper
understanding of developments in China and other emerging market economies and the links these
developments have with Australia. In particular:

a dedicated unit has been established within Treasury that focusses on the Chinese economy
and Treasury representation in Asia has been enhanced by opening up a new post in India;

there has been a greater focus on developing resource industry contacts as part of Treasury’s
business liaison program;

a BOP subcommittee meeting has been incorporated into the JEFG process, drawing upon the
expertise of the Bureau of Resources and Energy Economics to forecast the outlook for bulk
commodities;

more resources have been devoted to forecasting non-rural commodity production, export
volumes and prices; and

a major project is currently underway using industry data to develop a methodology for
projecting bulk non-rural commodity export prices based on a medium-term supply and
demand framework, supplemented by a comparison with projections by BREE, Consensus and
private sector providers.

Revenue forecasting performance

As observed with Treasury’s nominal economy growth forecasts, taxation revenue growth was also
underestimated during Mining Boom Mark 1. In particular, nominal economic growth was
underestimated by an average of 1.8 percentage points per annum, compared with an average forecast
error of 2.9 percentage points for taxation revenue growth (Figure 4.5).
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Figure 4.5: Budget Forecast Errors for Growth in Nominal GDP and Taxation Revenue
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In the case of taxation revenue forecast errors, it is useful to distinguish between those that reflect
errors in the macroeconomic forecasts and those that reflect other sources of error. The latter might
include:

. error in items that are within scope of the tax base, but not the economic base';

. error in estimates of taxation revenue elasticities’;

. error in estimates of the timing of the receipt of taxation revenue; and

. miscellaneous factors, such as errors in Budget policy costings, post-Budget policy decisions

and court decisions relating to tax law interpretation.

A counterfactual exercise has been undertaken to decompose taxation revenue forecast errors into
those that reflect macroeconomic forecast errors and those that reflect other sources of error. The
results of this exercise are detailed in Figure 4.6, below. The left-hand panel of Figure 4.6 shows the
actual forecast errors over Mining Boom Mark 1. The right-hand panel shows the results of a
counterfactual exercise, which estimates the revenue forecast errors that would have occurred if actual
economic outcomes had been known at the time that the forecasts were being prepared. The presence
of significant revenue forecast error in the counterfactual would suggest scope to improve revenue
forecasting methodology.

The counterfactual exercise assumes in particular that the outcomes for compensation of employees
(the income tax withholding economic base), consumption subject to GST (the GST economic base)
and gross operating surplus (the corporate tax economic base) are known. In the case of capital gains
tax, it is assumed that actual asset price outcomes are known (that is, share prices and house prices).
Not all heads of revenue have been included in this exercise, although the four heads of revenue
considered comprise around 85 per cent of taxation revenue and on average account for around 80 per
cent of the forecast error over the case study period.

1 For example, the company tax base includes deductions for depreciation and current year losses, which are not part of
gross operating surplus (the associated economic base).

2 This is largely an issue for income tax withholding. In contrast, the elasticities of the other heads of revenue to their
taxable bases should be one, by definition, as they have flat tax rates.
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Figure 4.6: Contribution to Budget Revenue Forecast Error by Head of Revenue
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The counterfactual exercise finds that most of the taxation revenue forecasting error during Mining
Boom Mark I can be attributed to errors in the nominal economy forecasts. The average actual
revenue forecast error during Mining Boom Mark I was (an underestimate of) $6.2 billion, whereas
the average estimated forecast error under the counterfactual exercise is (an overestimate of)
$0.3 billion. This suggests that the revenue forecast error reflects the underestimation of the strength
of the nominal economy during Mining Boom Mark I, rather than any systematic tendency to
underestimate revenue over this period.

The sections, below, discuss the errors in each of the major heads of revenue over this period.
Income Tax Withholding

Income tax withholding is the largest tax revenue head, comprising over 45 per cent of total taxation
revenue. The relevant economic base for income tax withholding is compensation of employees,
which measures the total wage bill of the economy (and can be split into the total number of
employees multiplied by the average wage). The correlation between the growth in income tax
withholding and the growth in compensation of employees over the past decade (2002-03 to 2011-12)
has been 0.87, indicating a good relationship.’

Figure 4.7 below shows the forecast errors for compensation of employees during Mining Boom
Mark I. The strength in employment growth was consistently underestimated during this period, as
was average wages growth, albeit to a lesser extent. The forecast errors are significantly reduced when
the actual employment and wages outcomes are applied to the income tax withholding model (as
shown in the right-hand panel of Figure 4.6, above), indicating that there was minimal forecasting
error beyond the underestimation of the strength of the labour market over this period.

3 The correlation coefficient has been calculated after adjusting income tax withholding for tax policy changes (largely
personal income tax cuts). Tax policy changes are costed and taken into account separately in the forecasting process.
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Figure 4.7: Budget Forecast Errors for Growth in Compensation of Employees and
Income Tax Withholding
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Company tax

Company tax is the second largest revenue head, comprising over 20 per cent of total revenue. The
main component of the economic base for company tax is gross operating surplus (GOS). The
correlation between the growth in company tax and the growth in GOS over the past decade has been
0.26, indicating that the relationship between the two series is not particularly strong. This is due to
the conceptual differences between corporate taxable income and GOS, and the lag between the
timing of the economic activity and the associated receipt of taxation revenue, which are discussed
further in Section 4.3.

Figure 4.8 shows the Budget forecast errors for GOS and company tax (excluding CGT). The strength
of GOS was generally underestimated during Mining Boom Mark I, which led to the underestimation
of company tax.

Figure 4.8: Budget Forecast Errors for Growth in Gross Operating Surplus and Company Tax
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The company tax forecast errors are significantly reduced when the actual GOS outcomes are applied
to the company tax model, (as shown in the right-hand panel of Figure 4.6, above).
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Goods and Services Tax

The goods and services tax (GST) comprises around 15 per cent of total taxation revenue. The
primary economic base for GST is consumption subject to GST. The correlation between growth in
GST and consumption subject to GST over the past decade has been 0.75, indicating a good
relationship between the two series.

GST was not a significant source of forecast error during Mining Boom Mark I, however, the head of
revenue was typically underestimated (as shown in the left-hand panel of Figure 4.6, above). When
actual outcomes for consumption subject to GST are applied to the GST model, the forecast errors are
reduced (as shown in the right-hand panel of Figure 4.6 above) and display less bias. This indicates
that there was minimal error in the GST forecasts over this period beyond a slight underestimation of
the strength of consumption subject to GST.

Capital gains tax

Capital gains tax (CGT) is a relatively small, but very volatile, head of revenue. This reflects volatility
in asset prices and variability in both realisation rates (since CGT is only payable when assets are
sold) and also the extent to which capital losses are offset against capital gains. Over the period of the
case study, the annual growth rate of CGT has varied from a rise of 60 per cent in 2004-05 to a fall of
43 per cent in 2009-10, resulting in CGT being a large source of forecast error.

The stock of accrued capital gains accelerated rapidly during Mining Boom Mark I, with asset values
rising at a historically rapid rate. Over this period, CGT was significantly underestimated, particularly
in 2005-06 and 2006-07 (as shown in the left-hand panel of Figure 4.6).

The CGT forecast errors are significantly reduced when the actual outcomes for equity and house
prices are applied to the current CGT model, (as shown in the right-hand panel of Figure 4.6 above)
and the bias in the forecast errors disappears. Treasury does not forecast these asset prices, but instead
adopts the technical assumption that asset prices grow in line with nominal GDP growth. The
counterfactual exercise shows that if the technical assumption had accurately predicted asset prices,
the current CGT model would not have systematically underestimated revenue over this period.

Capital gains tax model improvements

As a result of Treasury’s forecasting experience during Mining Boom Mark I, the CGT models have
been overhauled. The development has been an ongoing process, with the first improvements
implemented in 2006-07, following the sharp rise in CGT revenue in 2005-06.

There are three broad types of CGT taxpayers — individuals, companies and superannuation funds.
The previous methodology did not separately model CGT for individuals and companies. It
effectively assumed that CGT collections would grow in line with the associated taxpayer revenue
stream; for example CGT paid by companies would grow in line with company tax. CGT paid by
superannuation funds was forecast using a simple model based on recent trends and judgement.

The new CGT models are structured to mirror the balance sheet of relevant taxpayers, by tracking the
stock of assets subject to CGT and their price movements. Figure 4.25 (Appendix A) provides an
overview of the model for CGT paid by superannuation funds, by way of an example.

The changes to the CGT modelling framework have improved forecast performance. Figure 4.9 shows
the forecast errors for CGT over the recent period, compared with the errors that would have been
generated using the old CGT forecasting methodology for individuals and companies (which was in
place until 2006-07). The average absolute forecast error for CGT since 2006-07 has been $2.8 billion
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per annum. However, if the old methodology had been in place the average absolute forecast error
would have been much larger at $5.3 billion per annum.

o

Figure 4.9: Capital Gains Tax Forecast Errors
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4.3: Global Financial Crisis and Mining Boom Mark II

Summary

In common with many other forecasters, Treasury did not predict the degeneration of the
US subprime crisis into the GFC in 2008-09 and subsequently overestimated the impact of the
crisis on economic growth in 2009-10.

Treasury’s forecasting error for economic growth in 2009-10 largely reflected misjudgements
of the efficacy of Australia’s policy response and the relatively early, and strong, recovery in
economic growth in most of our major trading partners throughout 2009.

One lesson from this experience is the importance of having in-house expertise to understand
the operation of financial markets and their linkages with the real economy. To this end the
Treasury has employed a technical specialist with deep financial markets experience and
created a dedicated unit for this purpose.

Taxation revenue outcomes were consistently overestimated during this period, despite the
nominal economic forecast errors being close to zero on average. Counterfactual analysis finds
that even if the economic outcomes had been known at the time the forecasts were being
prepared, revenue would still have been overestimated, primarily reflecting company tax errors.

In response to the perceived source of these taxation revenue forecasting errors, Treasury is
currently developing a three sector company tax model that takes better account of the different
characteristics of these sectors for taxation purposes, for example, the capital-intensive nature
of the mining sector, and the measurement of finance sector income in the National Accounts.

Background

The world economy experienced a severe financial and economic shock in the second half of 2008.
The Global Financial Crisis (GFC) began in 2007 with the US sub-prime crisis and the crisis
intensified dramatically in September 2008 with the collapse of Lehman Brothers. During this period,
financial conditions deteriorated rapidly, financial and real asset prices collapsed, and business and

51



Review of Treasury Macroeconomic and Revenue Forecasting

consumer confidence fell steeply. The GFC saw the world economy change course sharply from a
five-year period of above-trend growth to the deepest recession since the Great Depression.

The Australian economy performed better than other advanced economies during the GFC. Although
financial conditions were stressed, the financial system held up remarkably well; the economy slowed,
but did not fall into recession; and while unemployment rose, it did so by far less than in many other
advanced economies. The strong performance of the Australian economy largely reflected the strength
of the Australian financial system and public finances; the rapid deployment of fiscal stimulus
measures; the first effects of a significant easing in monetary policy; and a pickup in demand from
China which partly offset pronounced external weakness elsewhere. More broadly, it also reflected
improved policy and institutional arrangements in Australia following a quarter century of reforms
that have made the Australian economy much more resilient to external shocks.*

As the impact of the GFC subsided, Australia’s terms of trade rebounded, with the emergence of a
second phase of the mining boom, and reached a new record high in late 2011 (Mining Boom
Mark II). In contrast to Mining Boom Mark I, the second phase occurred against a backdrop of global
uncertainty and balance sheet consolidation by the corporate and household sectors, reflected in a
significant decline in credit growth. Sectors aligned with mineral resources have grown strongly,
while there has been pressure on some domestic manufacturing and trade-exposed sectors from the
high level of the Australian dollar over this period.

Economic forecasting performance

In common with other forecasters, Treasury did not predict the degeneration of the US subprime crisis
into the GFC in 2008-09 and subsequently overestimated the impact of the crisis on the nominal
economy in 2009-10.

The impact of the GFC on Australia was expected to be severe, with the 2009-10 Budget, prepared in
May 2009, the first in history to forecast a contraction in both real and nominal GDP. Gruen (2010)
notes that at the time the 2009-10 Budget forecasts were being prepared the international context was
dire, with forecasters making significant downgrades to global growth and global trade. For example,
as the global outlook deteriorated, the IMF downgraded its forecasts for 2009 global GDP growth by
4.3 percentage points between October 2008 and April 2009. Over the same period, it downgraded its
forecasts for advanced economy growth by 4.3 percentage points and for global trade volumes by
over 15 percentage points. In line with these forecasters, Treasury significantly downgraded its
forecasts for global growth and correspondingly Australian goods and services export volumes, using
the IMF and OECD forecasts from their inter-country trade models as a guide.

Domestic indicators were also bleak (Gruen, 2010). At the time the 2009-10 Budget forecasts were
being prepared, the latest comprehensive reading on the economy, the December quarter 2008
National Accounts, which was released in early March 2009, showed a contraction of 0.5 per cent. At
the time, this was the weakest quarter — indeed the first negative quarter — since the December
quarter 2000. With subsequent revisions to the National Accounts, that quarter now stands as the
weakest since March 1983. The unemployment rate had also risen sharply from 4.1 per cent in
August 2008 to 5.7 per cent in March 2009.

By the time the Budget forecasts were finalised in April 2009, the average Consensus forecast was
predicting a contraction in Australia’s real economy in 2009 of around 0.6 per cent. As Figure 4.10
shows, the Budget forecast for a contraction of 0.9 per cent was around the median of the range of
forecasts surveyed by Consensus in mid-April.

4 McDonald, T, and Morling, S, 2011, ‘The Australian Economy and the Global Downturn, Part 1: Reasons for resilience’,
Economic Roundup, Issue 2, pp 1-31.
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Figure 4.10: Forecasts for Australian real GDP growth in 2009, as at April 2009
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Source: Consensus Economics (Survey date 14 April 2009), Treasury (Budget, 11 May 2009).

Although the real economy did experience a significant slowdown in 2009-10, it performed
significantly better than Treasury expected, largely reflecting misjudgements of the efficacy of
Australia’s policy response and the relatively early, and strong, recovery in economic growth in most
of our major trading partners throughout 2009.

The largest contributions to the 2009-10 Budget forecast error for real GDP growth were from
household consumption, exports and business investment. Household consumption was forecast to
decline moderately in 2009-10. In the event, it grew by 2.5 per cent. As noted in Gruen (2010),
expansionary monetary and fiscal policy appears to have been large enough and quick enough to
convince consumers and businesses that the domestic slowdown would be relatively mild. In turn this
supported confidence and led consumers and businesses to continue to spend. While the stimulus was
explicitly factored into Treasury’s forecasts, it was also a contributing factor to the 2009-10 forecast
errors.

The 2009-10 Budget forecast exports to contract sharply, by 4 per cent, in 2009-10. In the event, the
outcomes were significantly better than forecast. The outlook for exports was heavily influenced by
expert views on the scale of the global downturn at the time that the forecasts were being prepared.
Within the export forecast error, the main contribution was from non-rural commodity exports, with
smaller contributions from exports of elaborately transformed manufactures and other goods and
services (Figure 4.11). Relative to the 2009-10 Budget forecasts, non-rural commodity exports
performed significantly better than expected, with volumes exceeding forecasts by a significant
margin.

5 Gruen, D, and Stephan, D (2010), ‘Forecasting in the Eye of the Storm’, Address to the NSW Economic Society, 4 June.
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Figure 4.11: Contribution to Budget Forecast Errors for Exports in 2009-10, by Component
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The better-than-expected outcome for exports largely reflected the better-than-expected performance
of non-Japan Asia, particularly China. Chinese economic activity shifted into more
commodity-intensive sectors, particularly infrastructure spending associated with the Chinese
government’s stimulus packages. There was also substitution away from Chinese domestic production
and towards imports, as lower commodity prices resulted in the closure of some relatively high-cost
Chinese production.

Business investment made the largest contribution to the 2009-10 Budget forecast error. Although,
business investment contracted in 2009-10, the actual contraction was considerably less than forecast.
As Figure 4.12 indicates, all components of business investment fell by less than expected, with
machinery and equipment and non-residential construction finding greater-than-expected support
from the macroeconomic stimulus, and engineering construction benefiting from a rebound in the
outlook for resource commodities reflecting the stronger-than-expected growth performance of
non-Japan Asia, particularly China.

Figure 4.12: Contribution to Budget Forecast Errors for Business Investment in 2009-10,

by Component
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One lesson from this experience was the importance of having in-house expertise to understand the
operation of financial markets, advances in financial market products and the linkages between
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financial markets and the real economy. To this end, Treasury has employed a technical specialist
with deep financial markets experience and created a dedicated unit for this task.

The Review observes that the large forecasting errors seen during the GFC highlight the fact that
during such extreme events the evolution of the economy is fundamentally less predictable than at
other times. A large number of official agencies overseas also had large forecasting errors during this
period (Figure 4.13). That suggests a case for greater use of risk assessments around the central
forecasts, rather than necessarily a major overhaul of forecasting procedures.

This leads the Review to make the following recommendation:

Recommendation 8:

Scenario analysis is useful as a way of assessing the risks around the economic and revenue
forecasts. Simulation models have an important role to play in this regard and further development
of Treasury’s suite of models may be required to deliver this capability, including in relation to the
international economic outlook.

Figure 4.13: Forecast Errors for Real GDP Growth for Calendar Year 2009,
by Selected Official Agencies Overseas
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Revenue forecasting performance

The outcomes for the nominal economy and taxation revenue diverged significantly during the GFC,
largely reflecting the impact of accumulated losses on taxable incomes. During the GFC, taxation
revenue fell by 6% per cent over 2008-09 and 2009-10, while nominal GDP continued to grow in
year-average terms (Figure 4.14). This resulted in a large decline in the tax-to-GDP ratio.
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Figure 4.14: Nominal GDP Growth versus Taxation Revenue Growth
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Treasury’s forecast errors for the nominal economy and taxation revenue also diverged significantly
during the GFC and Mining Boom Mark II. As shown in Figure 4.15, below, the Budget forecasts of
nominal economic growth were underestimated by an average of 0.1 percentage points over this
period, while taxation revenue growth was overestimated by an average of 4.0 percentage points.

Figure 4.15: Budget Forecast Errors for Growth in Nominal GDP and Taxation Revenue
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The counterfactual exercise undertaken for Mining Boom Mark I has been repeated for this case
study, with the results detailed in Figure 4.16. The left-hand panel of Figure 4.16 shows the actual
revenue forecast errors and the right-hand panel shows estimates of the forecast errors that would
have occurred if economic outcomes had been known at the time the forecasts were being prepared.
The errors for most heads of revenue are reduced significantly in the counterfactual. However, in
contrast to the Mining Boom Mark I analysis, the overestimation bias in the revenue forecasts does
not disappear in the counterfactual. This is due to company tax overestimation errors, which actually
materially increase in the first two years of the counterfactual. This finding will be examined in more
detail, below.
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Figure 4.16: Contribution to Budget Revenue Forecast Error by Head of Revenue
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The sections, below, discuss the errors in each of the major heads of revenue in turn over this period.
Income Tax Withholding

Income tax withholding was a relatively small source of error during the GFC and Mining Boom
Mark II. The average error over this period for the forecasts of both income tax withholding and
compensation of employees was just -0.1 of a percentage point. When the actual outcomes for
compensation of employees are applied to the income tax withholding model, the forecast errors for
income tax withholding are broadly unchanged (as shown in the right-hand panel of Figure 4.16).

Figure 4.17: Budget Forecast Errors for Growth in Compensation of Employees and
Income Tax Withholding
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Company tax made the largest contribution to the overall revenue forecast error in each of the years
since the GFC (left hand panel of Figure 4.16). Company tax revenue is generally a significant source
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of forecast error as it is a relatively large, and volatile, head of revenue. This section discusses some
factors that made company tax revenue forecasting difficult over this period. Figure 4.18, below,
shows the forecast errors for GOS and company tax during the GFC and Mining Boom Mark II
period. GOS was underestimated by an average of 1.0 percentage points per annum over this period,
whereas company tax was overestimated by an average of 12.2 percentage points per annum.

Figure 4.18: Budget Forecast Errors for Growth in GOS and Company Tax
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The relationship between GOS and company tax is complex. First, there are many conceptual
differences between GOS and corporate taxable income. For example, corporate GOS is measured
before deducting depreciation charges and debt-servicing interest expenses, and excludes holding
gains or losses in trading stock and realised capital gains or losses in the assets and liabilities of the
corporate sector. These conceptual differences are taken into account when translating forecasts of
GOS (blue bars in the left-hand panel of Figure 4.19) into forecasts of company tax on an
income-year basis (red bars in the left-hand panel of Figure 4.19).

Second, there are significant timing differences between these series that reflect the lag between the
earning of economic profits and the receipt of the associated tax revenue. This means that company
tax forecasts on an income year basis (red bars in the left-hand panel of Figure 4.19, below) need to be
translated into company tax forecasts on a cash basis (red bars in the right-hand panel of Figure 4.19),
which introduces a further potential source of forecast error.

Figure 4.24 in the appendix to this section provides more detail about the company tax model.
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Figure 4.19: Company Tax Growth: Forecasts and Outcomes — Income-year and Cash
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Note: Income-year company tax outcomes for 2010-11 or 2011-12 are not yet available.

In both 2008-09 and 2009-10, the company tax forecast on an income-year basis was closely aligned
with the GOS forecast (the red and blue bars in the left-hand panel of Figure 4.19). However, the
outcomes for the two series diverged significantly (the green and blue dots in the left-hand panel of
Figure 4.19). GOS grew in total by 13.9 per cent over these two years, whereas company tax
(income-year) fell in total by 8.9 per cent.

A major contributing factor to the weak outcome for company tax was high depreciation deductions
(see Figure 4.20 below), relating to the huge increase in capital investment as part of the mining
boom, and higher royalty expenses (also related to increased mining activity). As mentioned, GOS is
measured gross of depreciation expenses. At the time, depreciation expenses were forecast separately
in the company tax model based on historical trends. The methodology for forecasting depreciation
deductions has been improved in light of this experience, and now utilises the investment forecasts
produced by the macroeconomic forecasters.

Figure 4.20: Depreciation and Other Investment-related Deductions
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Note: Deductions include depreciation, rents and royalties, research and development, mining exploration, capital
expenditure, capital allowances and industry payments.
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In addition, the timing adjustments made to the income-year forecast for 2009-10 proved to be
inaccurate (as shown in the right-hand panel of Figure 4.19). Company tax was expected to fall by
less on a cash, than on an income-year, basis, due to backwards-looking elements in the company tax
payment system. In the event, company tax fell by around the same amount in 2009-10 on both a cash
and income year basis. In fact, the company tax forecast for the 2009-10 income-year for a fall of
around 10 per cent turned out to be reasonably accurate (left-hand panel of Figure 4.19), even though
the cash forecasts for 2009-10 and 2010-11 were inaccurate. This, again, indicates problems with the
assumptions made in relation to the timing of cash payments of company tax.

The majority of company tax is paid in quarterly instalments, based on an instalment rate derived
from the most recently assessed tax return. This was expected to lead to overpayments of company tax
on a cash basis in 2009-10, since it was a year of declining taxable profits. However, as companies
became aware that the quarterly instalment payments that they were making in 2009-10 were likely to
overestimate their yearly tax liability, they elected to vary down their instalments payments (to a
greater extent than was anticipated in the forecasts).

Company tax revenue growth was also overestimated in 2010-11 and, to a lesser extent, in 2011-12.
The reasons behind these forecast errors will be difficult to discern until tax return data are available
for these income years’. In both years, the company tax growth rates were adjusted upwards in
translating from income-year to cash forecasts. This is based on the typical pattern of company tax
payments after a downturn, where instalments rates are varied upwards as profits recover’.

The counterfactual exercise finds that the forecast errors do not improve when the GOS outcomes are
applied to the current company tax model (as shown in the right-hand panel of Figure 4.16, above). In
particular, the overestimation of company tax increases in 2009-10, due to the GOS outcome being
significantly higher than forecast, with flow-on implications for the 2010-11 forecast error, due to the
lags in the company tax payment system.

Figure 4.21, below, shows the historical mismatch between estimates of company tax (income-year)
based upon GOS and actual company tax (income-year) outcomes. This shows that even when all of
the economic and tax schedule data are known, it is not possible to completely reconcile the actual
company tax outcomes with GOS. That said, the relationship was stable over the five-year period
between 2003-04 and 2007-08. In recent years the relationship appears to have deteriorated.

Figure 4.21: Actual Company Tax Collections versus Company Tax Calculated from GOS
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Note: The ratio is set equal to one in 2003-04.

6 The Taxation Statistics are released with a significant lag, with the 2009-10 edition being released on 1 May 2012.
7 See the box on page 5-22 of the 2012-13 Budget Paper No 1 for further discussion of this issue.
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It is possible that future revisions to the GOS outcomes may improve the relationship between GOS
and company tax in recent years. In the past, GOS has been revised significantly: for example, the
outcome for growth in GOS in 2008-09 was revised upwards from 6.8 per cent, as first published, to
14.2 per cent (as at the June 2012 National Accounts). As they stand, the current GOS outcomes for
2008-09 and 2009-10 are particularly difficult to reconcile with the company tax outcomes through
the GFC.

Significant work has been undertaken to improve the company tax model in response to the forecast
errors that have been observed in recent years. In particular, Treasury is developing a three sector
company tax model which splits the economy into mining, finance and insurance and other sectors.
This should allow the model to take better account of the different characteristics of these sectors,
such as:

. the greater role of the mining sector in the Australian economy and its capital-intensive nature;
. the measurement of the income of the finance sector in the National Accounts; and
. substituted accounting periods, which makes it more difficult to accurately estimate the timing

of the receipt of cash payments of corporate tax. In particular many large financial companies
operate on an accounting year ending in September and many large mining companies operate
on an accounting year ending in December.

Notwithstanding these developments, due to the difficulty that Treasury has had forecasting revenue,
in particular company tax revenue, the Review recommends that:

Recommendation 9:

Treasury should give further consideration to the appropriate balance between the top-down versus
bottom-up approaches to forecasting revenue.

Recommendation 10:

Treasury, in conjunction with the ABS as necessary, should explore further ways of improving the
current methodology for forecasting corporate tax, and also consider alternatives to the current
methodology, which could perhaps be used to complement existing approaches.

GST

During the GFC period, the outcomes for GST revenue diverged significantly from the outcomes for
its main economic base (consumption subject to GST), which presented challenges for forecasting.
GST revenue fell in 2008-09, following the onset of the GFC (the light blue line in Figure 4.22). At
the time, growth in consumption subject to GST fell only marginally (the blue line). This series has
since been revised (the red line) and now better tracks GST revenue growth during 2008-09.
However, a large discrepancy opened up again in 2011-12 between GST revenue and consumption
subject to GST growth, with the National Accounts data again indicating a stronger economy than
would be suggested by the GST revenue data.
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Figure 4.22: GST and Consumption Subject to GST
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When the consumption subject to GST outcomes are applied to the GST model, the forecast errors
reduce significantly (as shown in the right-hand panel of Figure 4.16 above, the green bars), except in
2011-12. The consumption subject to GST outcome for 2011-12 may be revised in the future, as the
ABS reconciles the National Accounts consumption data with the ATO tax collections data.

Capital gains tax

The extent of the run-up in CGT revenue during Mining Boom Mark I was unanticipated, as was the
extent of the drop-off following the GFC. As shown in Figure 4.23 below, CGT peaked as a share of
revenue in 2007-08 at 6.3 per cent of revenue in that year. The stock market began to decline in

December 2007 and by 2010-11 CGT comprised only 2.3 per cent of taxation revenue.

Figure 4.23: Evolution of Capital Gains Tax Forecasts (as a Percentage of Taxation Revenue)

Per cent Per cent

7 r . -7
|
1

6 | ! 16
1
1

5 | | 5
1
1

4 | 14
1
1

3t : 13
1
|

2 R 2

201112 | é?:dz l::
Budget ! 9

1 | 1
1
1
1

0 : 0

199293 1995-96 1998-99 2001-02 2004-05 2007-08 2010-11 2013-14

62



Section 4: Case Studies

The CGT forecast errors reduce significantly when actual asset price outcomes are applied to the
current model, (as shown in the right-hand panel of Figure 4.16, the light blue bars), indicating that if
asset prices had been known at the time the forecasts were being prepared, the current CGT model
would not have generally overestimated revenue over this period.

This observation leads the Review to recommend that:

Recommendation 11:

The technical specialist with deep financial market experience employed by Treasury should be
tasked with improving the accuracy of the technical assumptions for equity and housing prices that
are used to generate the capital gains tax revenue forecasts.

63



9

"JSB0210J [ D)) B 9)B[NO[ED 0}
(spuny uonrenuueradns Jo ased oy Ul Judd 1od G1) 1Bl XB) 9A1}09)J0 o3 Aq ures Teyded jou oyy A[dnnw usay) pue unodsip 10D ay) Ajdde oy are sdojs Teury oy,

Juowadpn( pue O LV oy
woJj ejep paysiqndun ‘soSeIoAe [BILIOISIY JUSII UO PISB( SI 9)el UONEBSI[BAI AU "TedK JudLmd o 0} parjdde oq Aewr s1eoA snoradid woly sassof jey) pue Ieok
JUOLIND Y} UI P[OS 3q JOU ABW S}ISSE A} Je) J0BJ o) I0J JUN0IJE 03 “(sassof oy 03 djex uonesrdde ue pue) sured [eyndes oyy 03 parjdde uot s1 9)eI UOIILSI[BIAT

"SOZBIOAE [BOLIO)SIY JUSOAI UO PISeq
‘sureS JedA JUOLIND JO UONOBIJ UIRLIOD B 9 0) POWINSSE I SISSO[ Jedk JUdLn)) "d o [BUIIOU YIIM dUI| Ul MOIF 0) powinsse aIe sooLid Josse [[e ‘TedA JuoLInd
oy} puokog "Ieak JudLINd Ay} ur yimoid oorid Jasse 91e[noed 03 pasn are saoLd asnoy pue (07 XSV 2y} Ul sjudwosow doLd 9)ep-03-1edk U0 ejep pue ‘spunj
uonenuuelddns Aq p[oy S}osse JO XIW pue [9AJ] Y} dJeWINSd 0} Pasn sI Blep VYV paysiiqndun ‘sured [ejdes 1eok juanmd oy 15820103 03 s1 dojs puodas ay

‘jurod eiep o[qe[IeAR JSB[ JU} WOIJ JJ03S AU} P[INg O} PAsn dIe SISSO] pue suresd
[e3ded Jo sojewnsd pa[[opowt ‘e[ B YIIm PIsed[al A[eIdUSS o1k BJep 9Sy) 90ul§ '$S9001d SIY) UI ISISSE 0} pasn dIe vlep OLV Pue vidV paysiqndun -1esk
snoraaxd oy} JO puo oY} J8 S ‘S9sSO] pue Suresd pasIeaIun Jo J003s I} djew)sd 03 s spuny uonenuueradns Aq o[qeded [H) Funseoaroy ur dojs 1s1y oy) ‘A[peoig

(ST’ 91n31y) spun, uonpenuueIddng — [OPOJAl FUNSBIAI0 Xe ], suies) [eyde)

‘(s1eq pa1 oy ‘61 2131, Jo [dued puey-1ySiI oy} U UMOYS
oIe UOIYM IOJ S}SBII0J 9U}) SISeq [Sed & uo xe} Auedwod 91e1ouds 03 Junodde ojur uaye) e saisedw Aorjod juowuioaog pue ‘porjdde ore syuownsnlpe Surun
M0y smoys D) Hed ‘(steq anjq oy ‘g4 2In31 Jo [oued puey-1Jo] Y} UI UMOYS I YIIYM IOJ SISBI0I0J Y}) SISeq JedA-owodul ue uo xe) Auedwod djeroudd
03 ‘pardde s1 ojer xe) 93BI0AR OU) pUB ‘PIJORIGNS IR SWI)I JOYI0 PUB SUONINPIP MOY SMOYS ¢ Med "(SISeq X} B UO dWIOOUI J[WOU0II) Xe) 03 193[qns ssofaigord
Sunerado sso13 01 (SISeq SIUNOOJY [RUONEN B UO dWOIUI JIWOU0II) SO WO dje[sues} 0) udseuapun sdojs oy smoys ‘mo[eq ‘47 2msig Jo y Med

“JOLID JSBOJI0J JO 90In0s Jofewr € 9q ued Jurwn punoie suondwnsse 3091100ul ‘porrdd D10
o) JOAO PALINDDO0 SB ‘IBOA-01-180A WO} Apuedoyrusdts SurArea o1e s)ijoid uoym sowr je Jey) SUBIW SIY ], ‘TBoA SUIMO[[0] U} Ul PIAIOOAI JUdd 10d ()t Sururewar
o) PIM ‘pajeIdudg St J1joId o) JedA oY) Ul POAIIAI SI Xe) Auedwod Jo Juad 10d ()9 punole ‘quinyj-jo-o[nl € Sy "9NUAIL X&) PAJRIOOSSE U} Jo 1d1003I 9y} pue
paured 3urdq syyord UdoMIdq SOOUAIRYIP Sulur) JUBOYIUSIS OS[e 918 I, "SooueMO[[e [e3rded pue owOdUI JSAIUI JU ‘SISSO] JO Judunean) ay) ‘uonerodrdop
Surpnpour ‘owodur d[qexe) eIodiod pue OO UIMIAQ SAUAIYIP [emdoouod Auew are a1yl -o(dwis woly Jey st diysuoneds oYy ‘IAIMOH syjoid
Auedwod Jo amseow e s1 yoiym ‘(SOD) snjdins unerado ssoi13 03 paje[ar A[9so[d jsowr st xey Auedwos ‘(qH Aq 1SeI910J Sa[qRLIBA SJUNOIDY [BUOLBN a1 JO

(T 21n31y) PPOIN Xe ], Auedwo)) yudaan))

STHAAON ONILLSVOTIOA HANHAAY V XIANHAddV

wﬁ‘iawmoo.ﬁom QNUIAIY pue JTWOUOI0IIBIAN \Q—awmo.ﬁrﬁ JO MITAY



S9

*SISeq Jeak [BIDUBUL 80-/00T B 0} Saluedwod ||e 10j eyep

ay1 ajesuesy o3 sydwanie Juawisnlpe siyy os ‘pouad uiyunodoe seah tepuajed 007 e uo saluedwod awos apnjdul
[lIM B1EP X} 80-/007 @Y1 ‘d)dwexa 104 "spouad Suiunoddy painiisqns yiim sajueduwod 10} JUNOIIE 0} JUILISNIPY 4
*S09 yum aulj ur umodd Ajjesauad ale pue ‘q3qg Aq 1sedauo) Ajgjesedas 10U aJe SWSYl 9SaY L,

(ysed) xez Auedwo)
s|enba
sainseaN
snujw/sn|d
sdnysem/sjuawjeisul
ojul Mds xey 18N
Ajdde
sdnysem/sjuawjeisul
ojul yds xe3 12N
s|enba
uolpodoid Juawijeisul
Ajdde
sway dnysem ssa| xel 19N
s|enba

saouemoj|e |eyded
‘sasso| Jeal Joud ‘s1gap peq
:sjuawied dnysem ui sway

$59)

(1eaA-awodul) xey Auedwio)

(ysed) xey Auedwo) :) yed

SOIPMS 9SE)) if UONIS

$810N

(4eaA-awodui) xe) Auedwo)
s|enba
$19sH0
$S9)|
Xe} sso1n
s|enba

a1kl xe} adelany

Ajdde
awodul 3|gexe)} ajesodio)

sjenba
sasso| JeaA Juaund
‘spuapIAlp ‘uoneraidap
Buipnjoul sway xej
ssa|/sn|d
sso|/ujoid Sunesado pawiL

s|enba

*%5dVS 10} wCQEuﬂ&ﬁ(

(1eaA-awodul) xey Auedwo) :g Jed
[PPOIA X& ], Auedwio)) Judaan)) 7 3In31

uonend|ed = aUYM

sBuiisod Aunseal) = uaaug

Blep O1V [BJLI01S|Y UO paseq = pay
Jayaweled J1LWoU023 = an|g

Ray

xe}1 01 122[qns
sso|/yjoid Sunesado ssoio

s|enba

xe) 01 193lqns
j0u sajuedwod Jo 1joid

anowal
sso|/yjoad Sunesado ssoun

s|enba

152493ul 18U
‘uawisnipe uonenjen y201s

sn|d

«NISd ‘@1emyos ‘uonelojdxa
Suluiw {@'gy 10} suoildnpaq

SS9
(s0o) snjdins Supesado ssoun

awodul J1Wou023 1y 1ed



suieb
|jexdes pasijeay

spuny
(%S 1) (unoosip
..MMMMHMu = ajel xe) X | J1eye)ueb |= unoosip
3 199 4 EYILETIE [endeo jaN 192
Xapuj 92ud
asnoH sgvy 00ZXSY
ejep paysigndun (a3q wouy)
vidvY sla)aweled

ajel uonesijeay

X

suieb pajejnwnooy

‘I

—  » suebieshiuaun)

+

(1eaf snoinaid pua)
sureb pasijeaiun
4032018

A

-+

juawabpnpe
ejep

paysiigndun
oLY

R,
oneis Ajdde

—»

S$95S0|
|endes panddy

ajel uonesnddy

X

Sass0|
pajejnwnooy

sasso| Jeak Juauny

+

(1eah snoinaud pus)
S9SS0| pasijeaiun
02018

4

suieb jeydeo pasijeal

pue sasso] |ejided padde

JO sajewnsa Jeak Joud

ejep paysijgndun
vidV ® OLV

spuny uonenuueddng — [9POJA] SUIISBIAIO] Xt ], sures) [eyide)) :g7 4 31n31

99

Mﬁﬁwmoo.ﬁo  SNUIAIY pue dIWOUOII0IIBN b—ammo.ﬁ.ﬁ JO MITAY



-v

pajuswaduy
"MITAJY C10C
o} JO UOHEBPULWIWIOIY "paruswo[dur JoN

Soseqejep oNUIALI 103 pajudworduuy

pajuswaduy

pajuswaduy

uonejudwddury

“1e0A & sdeyrod

10J QUI[-JJO 9q 0} PIoU AL WL} MU oY} Jey) JYSnoy) SI 31 ‘ssar3o1d juedrjruSis oxyewr 03 19pI1o U "7 Tq ue £q pa|
9q pue o1doad 1noJ Inoqge JO ISISU0D PNOM WEI} MU I [, “BIBP dSNUIAI Uonexe)} oy} Jo Ayenb oy Suraoxduur
ApuedryIugIs Jo wie dy) Yirm paysijqe)sd aq P[noys wWed) MU € ‘SUONBPUIWWOIAI sy} Judwd[duwr o,
"JOIBISAI OIIPeOE SULId)S0) pue Koudredsuen

Jo sasodind oy} 103 BIEP SNUIAAI SIY) JO Surysiiqnd 9y} 01 UONEBIIPISUOD JAIS PINOYS PIeog IANNIIXH Y[,

's3unsoo arseawr Ao170d Jo MI1Ad1 UOnEIUIWI[ AL
3s0d 1e[n3a1 oy) Jurpnjoul ‘saseqeiep ANUIAI Jo doueudurew suroduo 10y aoe[d ur nd oq pnoys sassa001d
‘(s10Aedxe) [enpIAIpur Jo A)I[eHUIPIIUOD
o1 109101d 03 “AIBSS00U d1oYM ‘pareSaI3Se viep Ansnpur oy} M ‘elep uInjdI uonexe) pajerodioourun
pue 9je10d100 10§ A13snpur £q pue) [9A9] 91832133k UR JB BIEP UINAI UOHJBXE) JO SOLI0ISIY 919[dwod .
pue speay
ONUAALI PIJBIOOSSE S} PUB ONUIALI 9)eF13Te 10 ‘SIseq FUNUNOOIL JU)SISUOD B UO ‘SILIOS PAISn[pe-saInseows o
:9pN[oul P[NOM BIBP JSAY [, "ONUOAIL
uoIjeXE]} JSBOI0J 0} POPISU BJep ) MIIAI p[noys (QLV) 99O UOIeXe ] UBI[BISNY oY} PUB AINSLAL]
(S)UoNEPUIWW 0IIY

B)R([ UONEXE ], :3UNSEIII0] INUIANY

"$1SBOQI0J S, AINSBAI], Ul SOSBIq QAIIBAIOSUOD
drexodioour 03 Jou do130e1d Jurpue)s3uo]
UTRUIBW O} PIPIOSP pPIeog SANNIIXY Y],

uonejuuRdu]

‘(sarewnso osuadxd
oy} ur J0J papIaoId 9A10sY Aoua3unuo)) ay} yiim se) orqnd apews 9q PINOYS SBIq IANBAIISUOD AUR JIOUYIAUYM

pue {(y10q 10) SISBII0]
ONUIAJI JO IIWOUOII Y} Ul — PA)eIOdIodur 9q Pnoys A3y} 2I9YM PUR ‘SISBIQ ) JO JUAXI A} ‘OSJI  »

{5)5B0010J S, AINSBAI] UI SOSBIQ QAIIBAIISUOD AUB 9q P[NOYS AIOY} JOYIOYM o

10} Se uonoAIIp op1aoid p[noys preoq 9ANNOIXY Y[,
(S)UONePUIWUI0INY

$1ISBIII0,] INUIAIY UONEXE ], 10 AWOUOI [BUIWION] Y} UI SBIE IANLBAIISUO))

MITATH ONLLSVOHHOA S007 HHL 4O SNOILLVANAININODHY *V INHINHODV.LLV




v

pajuswaduy

pojusworduuy

pojusworduuy

uonejuIwIdw]

"s1B9A uonodfo1d oy} Uur S1SBOI0J ONUIAJI 0] A[re[nonded ng ‘SIeak 1Se0910J [[B Ul SOPOW Pajewunsd dje3a13se
ot Jo suondrpaid oy uo paoserd 9q prnoys 1Y3rom dwos ‘19310303 Ind I8 S}SBIII0J 9SO} USYAN "SISBIAIOJ
ONUIAJI S, AINSLAI ], JJRWOUI] 0 PIsN 9q P[NOYS S[OPOW dNUIAJI JeFa133e SulA[1opun pajewinsd Ay [,

‘L'] puUnoIe Jo AJIonse[o anudAal 9je3a13se

UNJ-}I0YS B M JUISISUOD WY} d3EUI 0} S[OPOW ISAY) OJUI SOTWERUAP UNI-}I0YS Sunerodioour 0} udAIg

9q OS[e P[NOYS UONRIPISUO)) 7' JO J(D [BUIUOU 0] 103dSaI YIIM dNUIAJI UOIBXE) JO AJIONSE[d UNI-I93U0]
PAIRWIISO Y YIIM JUISISUOD Tk A3} Jey) SULINSUD 0} MIIA B [IIM S[OPOW PBAY dNUIAII S} MIIAI P[NOYS VL

‘s}sATeue joensip jou op sindino Ajuorrd 1oy3Iy jey) 9INSUS 0} QUI[-JJO S90IN0SAI SULJeIs FUIAOW

pue ‘smaraal 1ojowered oy ur ojedronaed A[jewioy 01 QLY oYl SuniAul .

‘dnoi3 yoes woiy s1odeuew
JOTUQS JO QNI FuLIdA)S B Aq popIns swied) Yym ‘dnoi3 ssoIdo A[[BULIO) dPRW 9q PINOYS SMIIAJI Y} o

:sow0oIno Jo Ayenb oy oaoxdur 03 Jursyoeq Juowageuewr 103ed13 Juipraoid .

:AQ smaraal 1ojowered oy ojeI03IAUIY

(s)uonepuUIWIIOdIY

AS0[OPOYIIA] SUI)SBIIIO0 :FUIISBIIIO0 INUIAIY

ssa13o1d ur uoneyuowa[duuy

‘dV.L pue gHJ uoomiaq jjers
JO SJUSWIAAOW JO JOqUINU B USAQ JABY I ],

uonejudwRIdw]

"9[qB[TBAR JW0I(Q S)S BIBP dNUIAI A} Sk pajuawd]dwir oq
PINOd yoryMm ‘sisAJeue Jo S[[IS [ednAeue oy} dAo1dwr 0) weisoxd Fururen e urdo[oAdp 9ouatIod PInoys qV.IL

‘OLV @2yi jo youeryg

SISAJRUY SNUAAY Y} pue (JV ], Ueamiaq (siseq Arerodwal e uo A[qrssod) sjuowoSuelie o3ueyoxo Je[IwIs

Jo Anpiqissod ay) 03 USAIS 9q PNOYS UOIBIIPISUO)) "SS9001d punol ynq Y3 9PISINO PAIIPISUOD 3q P[NOYS
SOOUBISWINDIID Te109dS o) USAIS ‘YoIym ‘UONOIIP Yord ul 1edk 1od uosiod ouo Aes ‘siseq onewo)s4s e uo (Qv.L)
UOISTAL( SISATeuy Xe], pue (qg) UOISIAL( AWOU0H J1Sawo( 9} usamidq paddems aq p[noys sisAjeuy

(S)uonEepUIWW003 Y

SI9)SEIII0,] INUIAIY JO SIIS [[DIS :SUIISBIAIO] INUIAIY

wﬁﬁmmooucm QNUIAIY pue IIWOUOII0IIBIA \szmo.ﬂ.—l JO MIIAY




&V

pojusworduuy

pajuswarduy

pojusworduuy

pojusworduuy

uoneyuwRduwy

"S10}0BJ IOU30 pue s3unsod Ad1jod Ul se [[om St ‘AWOU09d [BUIIOU JY} JO YIMOI3 JSBOI0) o)
Ul SUOTJBLIBA [JIM S}SBOQI0J ONUIAI Ul SUONJBLIBA J[10U0d21 0} Jdwope pinoys OJF AN pue Ogq 103png ayL

‘s1eaK Juanbasqns 10} y10Mmawel) [eNJOd[[oIul ue op1aoid 03 ‘Awouoo? [eurwou
o} pue dNUIAJI U0IMIOq dIYSuone[a1 Y} JO SISA[eur PI[IeIdp 210w Ipnjoul pinoys sioded 103png 90-S00Z UL
"sanIonse[d ay) Aq parjduwr asoy) woy
IOJJIP SISBOOI0J ONUOAL AYM JO SISA[eUE [31m SUuOfe ‘UoISSnosIp 3o3png Y} ul papnjoul 3q p[noys (speay
JnuoAdI Jofew o) 10J “Oqrssod JI ‘pue) oNUIAII 91830133k 10J SONIONSEO JO s)BWNSI [BOLIIdWD ‘A[[Bop]
"SIQALIP JOUJO PUB OIWIOU09d U0 sIseyduud 1918013 ooe[d p[noys s1seda10J oNUIAdI AU} JO UOISSNOSIp 193png oy

‘s10jowered uorexe) oY) — oNUIAJI SunSLIAIO]
0} JUBAQ[AI JSOW J((O) [eUIWOU Jo sjuduodwod oy} pue 103eJop J(D 2y} JO syuduodwiod 9y} JO uoIssnosip
owos apnpour A[qissod pue ‘g0 [eUIIOU JOA0D P[NOYS SISBIAIOJ OIWIOUOID Y} JO UOISSNISIP 103png YL

(S)uonepuIw 039y

$ISBIII0,] INUIAIY PUB JIWOUOIF Y} JO UOBIUIWNIO( 393png Jo Adenbapy :uonejudwndo( 33png

payuswdrduwr JoN

poruswardwir JoN

uonejudwRIdw]

9[qeynuenbun pawosp AUALING SOINSBOW AUBW JOJ ‘9JBWIISI
jurod e ueyp Jotper d3uel e Jo woy Ay} ur sdeyrad ‘s3unsod apraoad o3 a[qissod 9q prnoys i1 jeyy AedIpul (VL
M SUOISSNosIp ‘o[dwiexa 10, ‘siseq dAISuayaIdwos JI0W B UO PISOO 9q P[Noys saInseawr £o1j0d anuoAdy

‘sainseaws Ao0170d 3UrIs0d pue anuIAdI Sur)SedI0) 10J AJIqIsuodsal Yiim pay[sel s1ageurl JUAIIJIP

01 110da1 p[noM SWBd [, "9NUIAJI JO PLAY JBY) YIIM PIJRIJOSSE S)SBOAI0J dNUIAJI PuR sanseduwr Adrjod
Jo Sunsoo 10§ AIqIsuodsor Yim ‘sIseq ONUIAJI JO PBAY B UO PAJeaId 9q pInom swed) ‘(esodoid siy) 1opun
‘suorouny
Sunseso10J ONUOAI pue SFUNSOO A} UOIMIOQ SIITIOUAS ISIWIXEW 0} ‘Saul] Wed) Suofe 9q pjnom (qV.L
JoJ axmonnsar a[qrssod su() -ooede pessoid pinoys pue d[oy [[I4 JOO[J JUIES Y} UO UOHEBIO[[0D I0J SUB[{ 'SedIe
3unsod pue FunNseoI0] SNUIAJI A} UIIMIIG UOTIOBINUI I} dA0IdwI 0} SAeM 0] UJAIS 9q P[NOYS UOIIBIIPISUO))
(S)uonepudW0dYy

SBAIY SUISBIII0] INUIAIY pue SSUNS0)) Y} UIIM)IQ dIysuone[dy :SunseIdI10,] INUIAINY

MITAY Sunsesd10] OO Y JO SUONEPUSTOONY Y} JO Arewruung 1y JUSWOeY




v

pajuswaduy

uonejudwjduy

‘Juou)edn)

JUQ)SISUOD B OB 0) JOPIO UI ‘S}SEOAI0J SNUIAJI PUE JIWOUODI I} SUIPUNOLINS SYSLI JO UOTIORIANUI PUE ddUL[Eq
o1} SSNOSIP 0} $}SBIAI0J ONUIAI Y} JO uonesijeury ayy o3 Jord 109w pinoys g Pue NV Ul S19)SeI910] JOTUSS
(S)uonepuIW 03y

$1SBIII0,] INUIAIY PUE ITWOUOIT IY) JO UONLIIUT Y I, :3UNSEIII0,] JIWOUOIF PUB INUIAIY UIIMIIQ SHUT']

pajuswordwy 10N

pojuswoyduy

uonejudwdduy

"SISATeUE JSISSE P[NOM SOIINOS BJP SUONOBSURI) S JAIOV Y} JOYIdYM 1e31ISOAUI P[NOYS AInsear],

‘JudwageurwW Ysed Jo uonounj
JIOT) UI W) ISISSE 19139 0} JIOINSLAL], oY) 0} SSULJOLI] dNUdAdI Jo Adod © yiim papraoid oq pinoys WAOV UL

(S)UONEPUIW WY

JUIUIIGRURTA] [RIDURUL JO IJJO UBI[LIISNY Y} PUR AINSBIL], UIM)I(Q dIYSUOn LY :SUNSBII0] JIWOUO0IF PUL INUIAIY UIIMIIQ SHUI']

‘soA01dWI AWOU099-0108W Y} puB SUONII[[0D
ONUIAI Ud9MIdq drysuorieal [eonAJeue dY) Jo SUIPULRISIOPUN ) SB SUIAJOAD D H[ 0} OPIWWOI-NS

pajudwaduuy 9} JO UONNQLIIUOD A} YIIM ‘SUnSOW D) [ Y} 1B 18IS B USAIS 9q P[NOYS 99PIWWO)) qNS dNUIAIY O JH[ UL
"SJSBOQIO0J PBAY SNUOAII JO SUOISSNOSIP

pajudwaduy JUBAQ[OI pUdlje PInoys sisA[eue (I pue SSUNW [BI0309S (TH(J JUBAJ[OI pUdlIe P[noys SisA[eue V.
"sar1es reurwads jutof e ‘ojdwexs 10§ ‘4YSno1y) SUOISIAIP

pojuowo[dwy | oM} oY) UI9MIAq SMO[J UOTJBWLIOJULI 9SBAIOUL 0} SABM JIPISU0D P[noys A pue V.1 JO SIoSeueA [eIoUaLn) oY
uonejuwRdw] (S)uonEePUIW W03y
AAd 7 V.1 U99AM)9Q UonBIUNWWOo)) :SUI)SEIII0 J[WOUOIF PUB INUIAIY UIIMIIQ SHUI']

‘s1910wered OIIOU09? Ay} Suronpoid 0} PAJOAIP SIIINOSAI JO UONEIO[[E A} dA01dwl

pauswd(dwy | “ponpord-£q e se ‘[[im yorgm ssa001d maraar 1ajowered oy 01 papraoid 9q pnoys Surjorq JUSWSLUBU 1))

'soond Ayrpouruod ‘repnorred

ur ‘syuduodwod s31 pue [Imoid 103eJop JdO
3unseI210J Ul S9IMNOSAT AIOW A[OATJR[I
1JSOAUI P[NOYS AINSBAL], 1By} SPUdWIIOII
MIIAY 10T 2yp ‘pres jey [, “payudwdjduuy
uonejuwRIdu]

"S90INOSAI [RUON)IPPE JUBDJIUTIS

OAJOAUI 10U PA3U Inq ‘I0JR[JOP D Y} 10 uonenba pajewnsa A[[EoLIOWOU0 Uk JO Juawdo[oAdp a3 apnjout
PINOYS PUE ‘S)SBIAI0) AWOUOID [BUIWIOU Y} JO $)03dse 03Ul JUIWISIAUTI [RUOIIIPPE SWOS 0} Ped[ 0} P)oadxad

9q pInom SIY [, "AWou0d9 Y} JO SIPIS [RUILIOU pUE [€a1 Y} JO s)sedsarof Surredard o3 yorordde onsijoy a1ow

& Sunidope 3urpn[our ‘s1d)sed310J JOTUIS AQ SISBOAIOJ AWOUO0ID [BUILLIOU Y} 0} USAIS 9q p[noys siseyduud 191ea1n)

(S)uonEpUIW0da Yy

3UnSeI3.10,] AWOUOIT INSIWO([ UO $IIINOSIY JO UONIBIO[[Y :FUNSBIIO0] JTWOUOI T

waﬁmmoowcm QNUIAIY pue IIWOUOII0IIBIA \szmo.ﬂ.—l JO MIIAY




ATTACHMENT B: FURTHER DETAIL OF MACROECONOMIC FORECASTING

PRACTICES

B.1 Outline of macroeconomic forecasting timeline and public presentation

PROCESS TIMELINE

1. Business Liaison

2. BOP Subcommittee Meeting

3. ABS Data Meeting

4. International JEFG Meeting

5. Context Setting Meeting

6. 1% Sector Meetings

Receive National Accounts data

7. 2™ Sector Meetings

PURPOSE

Provide qualitative information,
inform and test judgements.

Discuss preliminary non-rural
commodity forecasts drawing on
expertise of BREE and RBA
liaison.
Discuss forthcoming National
Accounts and recent data issues.

Discuss international forecasts.

Identify key issues for the

forecasting round.
Discuss technical assumptions.

Discuss the general international
and domestic outlook, key drivers
and risks.

Broad assessment of the sectoral
outlook.

Developments since last round —
issues and risks.

Areas of focus and further work
for the round.

Discuss detailed sectoral

forecasts.

GOVERNANCE

Divisional meeting to identify
key themes prior to discussions.

Divisional meeting to discuss
results.

Write up of discussions.

Key findings published in
Economic Roundup.

RBA, BREE, divisional executive
and analysts.

ABS, divisional executive and
analysts.

RBA, International divisional
executive and analysts, DED
representative.

Executive Director,
macroeconomic group
executive, divisional analysts.

Divisional executive and
analysts.
Divisional executive and
analysts
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8. Public Subcommittee Meeting

9. TRYM Run

10. Divisional Manager’s Meeting

11. Macroeconomic Group
Executive Meeting

Draft Treasury Forecasts

12. JEFG Meeting

Final JEFG Forecasts
13. JEFG Report

14. Parameter Meeting

Final Parameters

15. JEFG Debrief

16. Model Development Meetings

Share information on the
outlook for the public sector,
drawing on expertise of Finance.

Check on the sectoral forecasts.
Discuss and critique the
forecasts, analysing changes

made to sectoral forecasts.

Discuss and
forecasts.

critique  the

Discuss and
forecasts.

critique  the

Compare Treasury forecasts
with RBA and PM&C forecasts.

Write up of final JEFG
forecasts. Sent to JEFG
participants for comment and
the Treasurer for information.

Parameters are inputs into
forecasting taxation revenue and
government expenses.

This meeting presents the draft
parameters to the main users,
and critiques the parameters.

Finance, ABS, RBA, divisional
executive and analysts.

Principal Technical Adviser,
analysts.

Divisional executive.

Macroeconomic Group
Executive
JEFG members — RBA,

Finance, PM&C, ABS and
Treasury.

JEFG members — RBA,
Finance, PM&C, ABS and
Treasury.

Tax Analysis Division, Budget
Policy Division, Finance, ATO,

divisional executive and
analysts.
Divisional executive and
analysts.
Divisional executive and
analysts

B.2 Role of the Technical Principal Adviser and model development

Treasury established a dedicated technical advising role in DED in mid-2009. The Technical Adviser is
effectively DED’s Chief Knowledge Officer as such is responsible for administering knowledge
management practices in the division, which includes such things as:

. developing an overall framework that guides macroeconomic technical skills development and

training;
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Attachment B: Macroeconomic Forecasting Methodology and Governance

. actively promoting macroeconomic technical skills development and training within and beyond
the division;

. overseeing the documentation of macroeconomic forecasting developments; and
. facilitating collaboration, coordination and communication within and beyond the division.

A candidate for this Treasury role was recruited via a ‘specialist round’ held mid-2010. The role is
currently filled by a Principal Adviser (SES Band 1) with a PhD in economics, a research track-record
(including publications in top general and field journals), post-graduate teaching experience, extensive
peer-review experience, and over 10 years professional experience in a policy advising/forecasting role.

The knowledge management framework developed by the Technical Adviser is purpose-built to deliver
effective documentation, dissemination and development of macroeconomic knowledge. Most elements
have been in place for two years. This framework has allowed DED to move its training and
econometrics and modelling to leading edge practices which have been incorporated into producing the
macroeconomic forecasts. One example has been the input-output analysis which disaggregates the
economic forecasts into mining; mining-related; and non-mining.

Documentation

DED’s knowledge management framework recognises that gaining and maintaining knowledge at both
an individual and organisational level is best achieved via informative documentation that is always
‘up-to-date’. DED’s system aims to achieve the latter goal via ‘live’ documents that are easy to update
using current analysis and strict adherence to a minimal style template. The required content of all
supporting documentation is decided at the inception of a project by the analysts undertaking the project
in collaboration with their manager and the TA. The typical document takes the form of a technical
working paper with the following structure:

. introduction, including a brief review of related research;

. proposed theoretical framework;

. data analysis exploring prima facie evidence in favour of the proposed theory;
. empirical strategy (for example econometric method);

. limitations of approach;

. work yet to be done; and

. reference material, including details of data sources and computational code.

Computational programs (for example EViews and SAS) and excel files also serve as important
elements of the documentation process. DED requires all computation analysis be supported by written
programs. Analysts are guided in the development of these programs by exemplars/templates that
specify the basic problem solving algorithm, useful syntax and required remarks/comments.

DED has also improved the accessibility of all primary and supporting documentation by organising its
research files into a small set of broad subject folders that contain all current and archive research
projects falling under respective subject heading. Strict version control of forecasting files is ensured by
restricting development work to these research folders, which are physically distinct from the folders
used in the forecasting process. Once a framework/model has been vetted it is then employed in the
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forecasting process, which essentially involves a physical copy of the computational files being placed
in the appropriate forecasting folder.

Dissemination

DED’s knowledge management system places considerable emphasis on effective dissemination of
knowledge. Working towards this end, the TA runs a series of seminar programs that discuss ‘best
practice’ data handling, estimation and forecasting.

Graduates and new-comers to MEG who are likely to work with data and/or develop an empirical
model are required to attend a four-hour session on programming in EViews, which covers a host of
general data-handling and programming topics. These sessions are structured so that by the end of
session attendees have constructed their own exemplars/templates for future work. The training module
was developed in-house by the TA and has recently been rolled-out to the rest of Treasury as a
department-wide training option.

DED spreads the ownership of forecasting model/framework knowledge and mitigates key-person risk
by rotating analysts through the division’s five units. In the lead up to each forecasting round rotating
analysts undertake a full review of their newly inherited forecasting models/frameworks. An important
component of the review is a presentation of the model/framework at the weekly MEG Macroeconomic
Theory and Application Seminar (MTAS). This seminar is conducted along the lines of a weekly
academic seminar program and is open to all of Treasury staff. DED attendees are expected to comment
on each other’s models, with the stipulation that comments must be constructive (that is suggest a
solution to an identified problem). This review process ensures all forecasting models/frameworks are
evaluated at least once during an annual budget cycle.

In addition to the annual review cycle, analysts working on a new framework are expected to workshop
their development proposal and present their final results at the MTAS to ensure appropriate guidance,
vetting and knowledge transfer.

The MTAS is also used as vehicle to deliver training on macroeconomic modelling techniques. These
seminars are typically run as a series of one hour lectures by the TA with detailed lecture notes and
sample data/programs provided to participants a week in advance. While the emphasis is on practical
modelling tools, the seminar has also been used to deliver advance techniques widely used in the
modelling of macroeconomic data for forecasting purposes such as frequency domain filtering,
non-parametric econometrics and state-space/unobserved component techniques.

Development

DED’s knowledge development system aims to improve the division’s capability by building on the
capability of individual analysts. Working towards this goal, the TA liaises with analysts, managers and
division/group executives to identify gaps in DED’s current or future briefing/forecasting capability.
Once a gap is identified the TA works with the responsible manager and analysts on a development
proposal. The TA’s primary responsibility in this process is in helping to establish an analytical
framework that is both feasible and defensible.

All development proposals are workshopped at a quarterly research meeting (attended by DED and
MEG executives), which is held as soon as possible after the completion of a forecast round. The main
purpose of the meeting is to vet proposals and where necessary to help managers prioritise
tasks/projects. It is the responsibility of the manager (in their role as project manager) to defend the
purpose, analytical strategy and resourcing requirements of each project at the research meeting.
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All development projects given the go-ahead are supported by the following mechanisms:

. the TA meets with managers and/or analysts on a regular basis (for example weekly) to assess
progress against the project plan and to help troubleshoot problems;

. the TA works with managers and/or analysts to identify training requirements. Training is
typically delivered on a division-wide basis by the TA at the MTAS, with specific training needs
handled on a one-on-one basis (that is TA works directly with analysts). DED’s training needs
have been greatly simplified by limiting analysts to a small set of best-practice analytical tools:

. xxcel for bottoms-up or one-off data analysis;
. EViews for econometric estimation and forecasting/simulation;
. MATLAB for tasks that cannot be done using Eviews; and

. the TA works with managers and/or analysts to identify opportunities to enhance DED’s central
database and programming knowledge.

B.3 Treasury Macroeconomic (TRYM) Model redesign

Treasury has maintained a macro-econometric model since the 1970. The first Treasury model,
constructed in conjunction with the Commonwealth Bureau of Census and Statistics (forerunner of the
Australian Bureau of Statistics), was the National Income Forecasting (NIF) model; presented in
Higgins (1970). The NIF model went through a considerable evolution, up to NIF-10, before a revamp
as NIF-88; see Higgins and Fitzgerald (1973), Treasury (1981, 1984) and Simes and Horn (1988).
NIF-88 was described at the time as a medium-sized model, with 97 behavioural equations.

A new stream of modelling was commenced in Treasury around 1991. The Treasury Macroeconomic
Model (TRYM) is smaller (25 estimated behavioural equations), with more emphasis on a theoretical
basis for equations and their long-run properties. Most equations are specified in an error correction
model format which makes a clear distinction between short- and long-run properties. Some subsets of
equations were estimated as a system; Taplin et al (1993).

TRYM is effectively a one-sector, small-open-economy neoclassical growth model so the long-run
growth path of the model is tied down by productivity and labour force growth assumptions. These
assumptions are exogenous to the model over the forecast period, so just like the NAFF the future path
of these variables is based entirely on judgement. At the same, the techniques used to estimate
macro-econometric models ignore high frequency movements of the data, so model based forecasts are
effectively simulations of the transition from the current cyclical deviation embodied in the data to the
long-run assumed growth path.

DED has employed TRYM as a forecasting tool to varying degrees over the last 20 years. TRYM has
been used primarily as a consistency check on the NAFF derived forecast. From a practical standpoint
this involves running TRYM conditionally (that is imposing the NAFF forecasts for a feasible set of
variables) and backing-out the adjustment factors that would be necessary for the model to generate the
imposed path. Large adjustment factors suggest strong disagreement between the TRYM and NAFF.

A review of the TRYM forecasting process conducted by DED’s TA in mid-2010 identified
fundamental differences in TRYM and NAFF frameworks:

. in TRYM productivity is exogenous while in the NAFF productivity is endogenous, which led to

large and persistent residuals in labour demand (employment), GDP deflator and capital demand
(investment equations) over the forecast/projection period; and
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owing to the cumbersome TSP programming environment used to simulate TRYM as well as its
aggregate nature, many NAFF variables used in conditional forecasting runs were inconsistent
with the TRYM definition.

Following the review DED, in collaboration with MMD, has undertaken a major redesign of TRYM
with a view to simplifying the computational environment and harmonising the data and assumptions
used in the NAFF and TRYM. This work has progressed along a number of dimensions:

B-6

the existing TSP based estimation and simulation approaches have been transferred to a more
user-friendly EViews platform;

all data construction methods have been reviewed to ensure full knowledge of the source of all
historic data and consistency with NAFF definitions;

to avoid wasting precious model development resources to maintaining out-dated data and
analytical frameworks, Treasury has terminated the public release of TRYM and its associated
database via the ABS;

a joint DED-ABS working group has been established to (1) transfer the ownership to the ABS of
numerous variables currently constructed/inferred by Treasury for macro modelling purposes
using ABS data and (2) regular peer-review Treasury macro modelling/data assumptions; and

sectoral analysts in DED are responsible for the development and maintenance of TRYM’s
structural behavioural equations.



ATTACHMENT C: FURTHER DETAIL OF REVENUE FORECASTING
PRACTICES

C.1. Relationships between revenue and economic areas

Revenue forecasts in the Treasury are produced by Revenue Analysis Unit (RAU), which is part of
Tax Analysis Division. RAU is a unit of around 10 analysts. Economic forecasts in the Treasury are
produced by Domestic Economy Division (DED), which has over 30 analysts.

The greater size of DED partly reflects the larger number of forecast variables that DED are required
to produce, and the task of interpreting the numerous available sources of information on the economy
(such as ABS data, business liaison and partial indicators). In addition, the briefing requirements are
more significant, as DED is required to brief the government on all major economic releases and to
prepare presentations for senior Treasury officials and the Treasurer on economic issues.

Relationship between RAU and DED

It is important to maintain good relationships and knowledge transfer between the economic and
revenue forecasting areas of the Treasury. DED provides the economic parameter forecasts which
feed into RAU’s head of revenue mapping models (discussed later in this Attachment), so it is crucial
that RAU understands the conceptual scope of the economic parameters and how the parameter
forecasts have been derived. RAU receives information on tax collections from the ATO, which
provides an alternative perspective on the nominal economy that is generally more up-to-date than the
official National Accounts data, and so it is important that DED receives and understands this
information.

The 2005 Review highlighted scope to improve the information flows and knowledge transfer
between the economic and revenue forecasting areas within Treasury. Several process improvements
have been made as a result of this Review, and these are briefly outlined below.

During the major forecasting periods RAU and DED regularly meet to discuss recent developments in
the economy and revenue. In particular, as part of the Budget and MYEFO rounds, there is now a
formal economic parameter meeting at which DED presents the draft parameters to the main users
(RAU, Budget Policy Division, Finance and the ATO), giving RAU an opportunity to critique the
economic parameters before they are finalised. Analysts from RAU now also attend the DED second
sector meetings, at which detailed sectoral forecasts are discussed, in order to provide RAU with a
greater understanding of the factors driving the economic parameter forecasts. The manager of RAU
now also attends the Joint Economic Forecasting Group (JEFG) meeting, at which the economic
forecasts are discussed and critiqued by participants including the Reserve Bank of Australia, the
Department of Finance, the Department of Prime Minister and Cabinet and the Australian Bureau of
Statistics.

DED and RAU now also work more closely together to identify and explore areas where the
economic parameters and revenue collections appear misaligned. For example, during the global
financial crisis, the economic parameter for consumption subject to GST continued to grow strongly,
while actual GST collections received by the ATO were very weak. DED and RAU worked together
to explore possible reasons for the misalignment, to reach a common view on what the data were
signalling about the nominal economy.

Written information is now also exchanged more frequently between the two areas. DED’s economic
notes on major data releases are now circulated to RAU, and RAU now produces revenue notes on
recent ATO tax collections data which are circulated to DED (and within Tax Analysis Division).
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Another recommendation of the 2005 Review was to encourage greater transfer of analysts between
DED and RAU, in order to share knowledge and skills. Whilst it was decided not to institute a formal
transfer program, internal transfers between the two areas are encouraged, and around ten current
Treasury employees have worked across both areas during their careers.

Relationship between RAU and the Australian Taxation Office

The Australian Tax Office (ATO) is an important source of information for RAU. The two major
sources of data RAU receives from the ATO are:

. taxation statistics — official data on previous year’s tax collections, released with a lag of close
to two years in order to capture the majority of tax lodgements (the latest Taxation Statistics for
2009-10 was released in March 2012); and

. current tax collections — confidential data on recent tax collections, provided with a lag of as
little as a few days. These are taken from sources including income tax returns, Business
Activity Statements and excise clearances.

The ATO also assists RAU with technical information around areas such as:

. understanding the scope of the taxable income bases;

. understanding the tax payments system, including issues such as timing of payments, treatment
of tax debts and tax collections;

. information on the likely impact of recent tax law court cases on tax collections;
. information on ATO compliance activities; and
. information from ATO liaison with major companies.

RAU consults with the ATO frequently both during and outside the major forecasting periods, in
order to gather this information and to exchange views on the likely outlook for tax revenue. A formal
revenue conference is also held in each of the two major forecasting rounds between RAU, the ATO
and the Australian Customs and Border Protection Service (Customs), in order to critique RAU’s
preliminary revenue forecasts.



C.2. Revenue forecasting process and governance

Attachment C: Description of Revenue Forecasting Methodology and Governance

Table C.2 provides a stylised timeline for the typical revenue forecasting process during a Budget

forecasting round.

Table C.2: Revenue Forecasting Timeline for a Budget Round

TIMELINE
1. Prepare updated revenue
forecasts for ERC

Expenditure Review Committee

2. Model preparation

Receive draft Budget parameters

3. Parameter Meeting

Receive final Budget parameters. Generate preliminary revenue forecasts.

4. Forecast assessment meetings

5. Revenue Conferences

Baseline revenue forecasts

6. Manager’s meeting

7. Incorporate new measures and
parameter variations

Final revenue forecasts

8. Post-Budget assessment

PURPOSE

* Prepare updated revenue
forecasts to guide discussion at
the Expenditure Review
Committee

» Updates are generated by

applying a ‘rule of thumb’ to the
MYEFO revenue forecasts, based
on economic and taxation data
and policy decisions since this
time.

Assess model structure and
performance prior to receiving
Budget round inputs.

Prepare models to receive new
data inputs.

Domestic Economy Division
presents the draft Budget
parameters to the main users,
including RAU, who critique the
parameters.

Discuss and  critique  the
preliminary revenue forecasts.
Discuss and  critique  the

preliminary revenue forecasts.

Discuss and critique the baseline
revenue forecasts.

Incorporate the impact of any late

stage Government policy
measures on the revenue
forecasts.

Incorporate the impact of any late
release data on the revenue

forecasts, for example the
Consumer Price Index.
Discuss issues which arose

during the Budget process and
actions which need to be taken.

GOVERNANCE

Tax Analysis Division

executive and analysts.

Revenue Analysis Unit

executive and analysts.

Domestic Economy Division,
Budget Policy Division,
Finance, ATO, Revenue
Analysis Unit executive and
analysts.

Revenue Analysis Unit
executive and analysts.
ATO, Customs,  Revenue

Analysis Unit executive and
analysts.

Tax Analysis Division

executive.

Domestic Economy Division,
Tax Analysis Division
executive and analysts.

Revenue Analysis Unit

executive and analysts.
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ATTACHMENT D: MACROECONOMIC FORECASTING PERFORMANCE

This attachment extends the analysis in Section 3 of the performance of Treasury’s macroeconomic
forecasts over the past two decades.

Choice of ABS data benchmark: first published or most recent outcomes
A summary of Treasury’s forecasting performance for forecasts of year-average nominal GDP growth
against the first-published outcomes and estimates of the most recent, outcomes (the June quarter

2012 National Accounts) are shown in Tables D.1 and D.2 respectively.1

Table D.1: Performance of nominal GDP growth forecasts against first published outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds 0.1 1.2 2.2 2.2 0.1 0.7 -1.0 1.1 -0.3 1.4
Budget (a) 0.3 1.7 3.5 3.5 0.1 0.9 -1.4 1.4 -0.6 2.2
MYEFO (b) 0.3 1.4 2.7 2.7 -0.1 0.9 -0.9 0.9 0.1 1.5

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

Table D.2: Performance of nominal GDP growth forecasts against most recent estimated
outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -0.3 1.2 1.4 1.7 -0.3 0.7 -1.5 1.5 -0.2 1.3
Budget (a) -0.1 1.6 2.7 2.7 -0.2 0.8 -1.8 1.8 -0.2 2.2
MYEFO (b) 0.0 1.3 2.0 2.0 -0.4 1.0 -1.3 1.3 0.5 1.5

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

The mean error in the forecasts depends importantly on whether the forecasts are compared with the
first-published outcomes or with the most recent estimated outcomes. On average over the full
sample, Treasury’s nominal GDP growth forecasts are broadly in line with the first-published
outcomes, but around %4 of a percentage point lower than the most recent estimated outcomes. The
differences arise because the ABS has revised up estimated year-average nominal GDP growth
outcomes over time, largely due to upward revisions to growth in real GDP, rather than the GDP
deflator.

All subsequent tables and charts compare the economic forecasts with the most recent estimated
outcomes. This is for two reasons. Firstly, the most recent estimated outcomes presumably represent
the ABS’s current best estimates of the true outcomes. And, secondly, Treasury’s revenue mapping
models use the most recent estimates of the nominal economy in order to forecast tax revenue.

Terms of trade

Treasury’s forecasting performance for growth in the terms of trade against the most recent estimated
outcomes is shown in Table D.3 and Figure D.1.

1 The June quarter 2012 release was the most recent data when the analysis in this attachment was prepared.
2 One disadvantage of this approach is that ABS revisions can reflect changes in the definitions of series, including as the
result of the adoption of the latest international benchmarks for national accounting statistics.
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The large size of the absolute errors in Treasury’s forecasts of the terms of trade is a reflection of the
difficulty in forecasting commodity prices. The forecasts have tended to underestimate growth in the
terms of trade since the early years of the 2000s, and particularly during the first mining boom. The
absolute error has been largest over the period post the GFC, reflecting heightened volatility in global
prices of coal and iron ore.

Table D.3: Performance of terms of trade growth forecasts

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -1.1 2.7 1.2 1.8 0.3 1.7 -3.8 3.9 -3.0 5.0
Budget (a) -1.2 3.9 1.4 2.9 0.0 2.5 4.7 5.2 2.4 6.4
MYEFO (b) -0.7 2.3 1.8 1.9 0.1 1.5 -3.3 3.3 2.0 3.5

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

Figure D.1: Evolution of terms of trade growth forecasts
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Figure D.1 suggests that the direction of change in the terms of trade is usually forecast correctly,
although the size of the change has been typically underestimated.

Correlation of the forecast errors

As nominal GDP is the product of real GDP and the GDP deflator, a strong positive correlation
between nominal GDP and these two components should be observed.?

Table D.4 shows correlation coefficients between Budget forecast errors for nominal GDP growth and
a selection of its main components over the period 1996-97 to 2011-12. For each variable, the forecast
error is the difference between the Budget forecast and its estimated outcome from the June quarter
2012 National Accounts release.

3 The correlation between nominal GDP and real GDP is fairly straightforward. In the absence of price changes, a rise in
real GDP leads to a rise in nominal GDP. As a result, positive (or negative) forecast errors in real GDP are correlated with
positive (or negative) forecast errors in nominal GDP. Similarly, in the absence of any changes to real output, a positive
shock to prices will lead to a positive shock to nominal GDP.
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Table D.4: Correlation coefficients between Budget forecast errors, 1996-97 to 2011-12

Nominal GDP  Real GDP  GDP deflator CO7Sumption  Terms of
deflator trade
Nominal GDP 1.0
Real GDP 0.6 1.0
GDP deflator 0.8 -0.1 1.0
Household consumption deflator 0.6 0.0 0.7 1.0
Terms of trade 0.8 0.2 0.8 0.5 1.0

Consistent with expectations, the correlations found in Table D.4 indicate nominal GDP growth
forecast errors are strongly correlated with price growth forecast errors (growth in the GDP deflator
and the terms of trade) and, to a lesser extent, real GDP growth forecast errors. Figure D.2

summarises the forecast errors for nominal and real GDP and the terms of trade.

Figure D.2: Summary of Treasury Forecast Errors

4o [Percentage points _ Percentage points
B Real GDP ® Nominal GDP Terms of Trade
5 F i
0
-5 4
10 - J

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 201112

Expenditure components of real GDP
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Treasury adopts a sectoral team based approach to forecasting, with aggregate GDP forecasts built
from components of the expenditure measure of GDP. The relative volatility of the various
expenditure components makes some expenditure components easier to forecast than others. For

example.

Figure D.3 illustrates the volatility of annual dwelling and business investment growth compared with

the relative stability of household consumption growth.
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Figure D.3: Growth in Household Consumption, Dwelling and business Investment
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Table D.5 below shows the mean error and mean absolute percentage error (MAPE), standard
deviation, and share of the economy (relative importance) of the components of GDP(E) over the
period 1998-99 to 2011-12. As expected, forecasts for the most volatile expenditure series tend to
have the largest forecast error. The results also indicate that Treasury has been too optimistic
forecasting exports growth and too pessimistic forecasting business investment growth and
correspondingly imports growth.

Table D.5: Performance of GDP expenditure component forecasts (1998-99 to 2011-12, all
forecast rounds)

Mean error MAPE Standard deviation Share of economy(b)
% points % points of series(a) %
Household Consumption -0.1 0.8 1.3 56
Public Final Demand -0.2 0.9 1.6 19
Exports 1.2 2.7 5.7 20
Imports -1.1 3.5 3.0 -21
Business Investment 2.4 4.7 8.1 15
Dwelling Investment -0.5 4.9 9.6 6
GDP -0.1 0.7 1.0 100

(a)Standard deviation of series growth rates, from 1998-99 to 2011-12
(b)Average share of economy, from 1998-99 to 2011-12

Income components of GDP

To provide macroeconomic series for forecasting tax revenue, it is necessary to split nominal GDP
into its various income components, in particular, compensation of employees, profits earned by
companies, and profits earned by unincorporated businesses.

The largest income component is compensation of employees, which measures wages and other
payments made to employees. Table D.6 and Figure D.4 show Treasury’s forecasting performance for
this series. The forecasts show the same pattern of overestimation common to the forecasts of nominal
GDP growth in the early years of the forecasts. Forecast accuracy improved considerably after
1994-95, before deteriorating again during Mining Boom Mark I and then improving again over the
post-GFC period.

D4
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Table D.6: Performance of forecasts of growth in compensation of employees against most
recent estimated outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -0.2 1.2 1.3 1.6 0.1 0.5 -1.8 1.8 0.0 1.4
Budget (a) -0.2 1.3 1.9 2.2 0.1 0.4 2.2 2.2 0.0 1.3
MYEFO (b) -0.1 1.1 1.3 1.5 0.1 0.5 1.7 1.7 0.0 1.2

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

Figure D.4: Evolution of compensation of employee’s growth forecasts
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Errors in nominal GDP growth forecasts that are not reflected in forecast errors of growth in
compensation of employees manifest themselves in forecast errors of growth in the other components
of income, in particular gross operating surplus and gross mixed income. Growth in compensation of
employees is relatively more stable than growth in either gross operating surplus or gross mixed
income.

Table D.7 and Figure D.5 shows the forecasting performance for corporate gross operating surplus
(GOS), which is the sum of GOS for non-financial private companies, financial private companies
and public trading enterprises.
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Table D.7: Performance of forecasts for growth in corporate GOS against most recent estimated
outcomes

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecast rounds -0.3 2.9 2.4 3.9 -0.1 2.5 -1.5 2.4 -1.5 3.9
Budget (a) 0.3 3.4 5.2 5.2 -0.2 2.7 -1.7 2.4 -1.1 4.2
MYEFO (b) 0.5 3.0 2.9 4.9 -0.3 2.8 -0.2 2.0 0.8 2.7

(a) March forecast round for the financial year starting in the July of the same year. Budget forecast from 1996-97.
(b) September forecast round for the financial year which started two months earlier. MYEFO forecast from 1998-99.

Figure D.5: Evolution of corporate GOS growth forecasts
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Note: The definition for private financial corporation gross operating surplus was changed from the 1998-99 national
accounts onwards, creating a break in series that forecasts cannot be compared across.

Over the past 22 years, Treasury has underestimated corporate gross operating profits on average by
around %4 of a percentage point when compared with recent published outcomes, with a mean absolute
percentage error of around 3 percentage points. The size of the underestimation has increased since
the start of Mining Boom Mark I. Over the post-GFC period, the negative bias has fallen slightly;
however, there has been a continued increase in the mean absolute percentage error, which largely
reflects the very large forecast error in 2009-10.

Serial correlation of aggregate forecasts

Revisions to Treasury’s forecasts do not display serial correlation. As Table D.8 shows, the average
serial correlations of revisions to the forecast aggregates are close to zero across the full sample
period. This indicates that the revisions to Treasury’s forecasts are unpredictable. In other words,
revisions to Treasury forecasts between rounds occur as a result of (completely) incorporating new
information.
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Table D.8: Serial correlation of forecast revisions (1990-91 to 2011-12)

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Nominal GDP 0.0 -0.2 -0.1 -0.1 0.4
Real GDP 0.0 0.2 -0.2 -0.1 0.1
GDP deflator -0.1 -0.5 0.0 0.0 0.2
Terms of trade 0.0 -0.1 0.1 -0.1 0.1

Identifying directional changes in forecasts

Table D.9 summarises Treasury’s performance in correctly identifying accelerating (decelerating)
year-on-year growth for the key economic aggregates. Acceleration (or deceleration) in growth is
defined as a year-on-year change in growth in excess of /2 of a percentage point.

The results in Table D.9 indicate that Treasury is generally successful in identifying the direction of
changes in the key aggregate forecasts. With the exception of the GDP deflator (where forecasts have
been less accurate), changes in growth have been correctly predicted around 60 to 75 per cent of the
time over the past 20 years.

Table D.9: Correctly predict acceleration (1992-93 to 2011-12)

Actual rate of acceleration Predicted share of Percentage correctly
(deceleration) acceleration (deceleration) predicted
Nominal GDP 55 55 60
Real GDP 65 75 70
GDP deflator 60 80 40
Terms of trade 80 95 75







ATTACHMENT E: REVENUE FORECASTING PERFORMANCE

E.1: Revenue Forecasting Performance
Introduction

This attachment extends the analysis in Section 3 of the performance of Treasury’s forecasts of tax
revenue. It first looks briefly over the entire revenue forecasting history since Federation (110 years)
for general trends in forecasting performance. It then takes a more detailed look at the revenue
forecasting performance over the past two decades, consistent with the time period chosen for the
analysis of the economic forecasting performance.

Long run analysis (1901-02 to 2011-12)
Figure E.1 below shows the forecast error (f* — f) for each Budget forecast of total revenue since
1901-02 (the bars), as well as the 15-year rolling mean absolute percentage error (MAPE, the light

blue line) and the 15-year rolling mean error (the red line).

Figure E.1: Budget Forecast Errors For Growth In Total Revenue
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As can be seen from Figure E.1, the forecasts have become more accurate (lower MAPE) and less
biased (smaller mean error) over the second half of the past century. The rolling average MAPE has
fallen from around 7 percentage points to around 2 percentage points, indicating a substantial
improvement in accuracy. The MAPE has risen again to around 3 percentage points in recent years,
with the 2008-09 Budget forecast for 2008-09 being particularly inaccurate, overstating actual
revenue by around 7 percentage points, the largest overstatement since 1930-31. This forecast was
made before the GFC, which had a very significant negative impact on tax revenue in 2008-09. The
issues surrounding revenue forecasting during the GFC are discussed in more detail in Section 4 of
this report.

In terms of bias, the forecasts were on average nearly 5 percentage points below the actual outcomes
up until the start of the 1960’s, indicating a conservative tendency to significantly underestimate
government revenue. Since the 1960’s, the forecasts have shown only a slight conservative bias,
underestimating revenue by %2 of a percentage point on average.

1 Total revenue includes both tax and non-tax revenue (for example, government revenue from dividends and sales of goods
and services), whereas the rest of this report only considers tax revenue. Data for tax revenue has not been collated
separately from non-tax revenue for some of the very early Budget documents.
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Recent Revenue Forecasting Performance

A summary of Treasury’s performance over the past two decades for forecasts of tax revenue against
Final Budget Outcomes” are shown in Tables E.1 and E2. A comparison of Treasury forecasts with
those of Access Economics, as well as those of official agencies overseas, is presented below.

Table E.1: Performance of forecasts of growth in tax revenue against Final Budget Outcomes
(percentage points)

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecasts -0.3 1.8 0.9 1.3 -1.1 1.6 -1.7 1.8 2.2 2.5
Budget forecasts (a) -0.1 2.7 1.7 2.6 -1.2 2.0 -2.9 2.9 4.0 4.0
MYEFO forecasts (b) N/A N/A N/A N/A -1.5 1.8 -1.9 1.9 2.8 3.0
Wi ithin year forecasts (c) -0.4 0.6 0.0 0.0 -0.7 0.9 -0.4 0.5 -0.2 0.5

(a) Budget forecast for the financial year which starts in July (two months later). In 1990-91 to 1993-94 and 1996-97 the
Budget was published in August and so it is the Budget forecast for the financial year which had started one month earlier.
(b) MYEFO forecast for the financial year which started in July (four months earlier). Available from 1996-97.

(c) Budget forecast for the financial year which started the previous July (ten months earlier). In 1990-91 to 1993-94 and
1996-97 the Budget was published in August and so it is the Final Budget Outcome.

As would be expected, the accuracy of the forecasts generally improves as the forecast horizon
shortens. The MAPE for Budget forecasts of the coming financial year (made two months prior to the
start of the relevant financial year) is 2.7 percentage points. In contrast, the MAPE for Budget
forecasts of the current financial year (made around ten months after the start of the relevant financial
year) is 0.6 of a percentage point. This is due to the fact that more accurate information on revenue
and economic activity becomes available as the forecast horizon shortens.

Over the full sample, Treasury’s forecasts of tax revenue growth have only a minor negative bias,
being on average only 0.3 of a percentage point below the outcomes. This figure has not been found
to be statistically different from zero. However, within the sample there are two time periods during
which tax revenue was generally overestimated — the early 1990’s recession, and the recent period
since the GFC — and one phase during which tax revenue was generally underestimated — the period
of continuous economic expansion from 1994-95 to 2007-08.

Figure E.2 below shows the evolution of Treasury’s forecasts for taxation revenue growth over the
past 22 years, and the Final Budget Outcomes.

2 The Final Budget Outcome is the first published outcome for the relevant year — for example, the Final Budget Outcome
for 1998-99 was published in September 1999. First published outcomes are used rather than most recent published
outcomes because changes to the definition of tax revenue over time can alter the historical growth rates. For example, the
first published outcome for tax revenue growth in 1998-99 was 6.8 per cent, but the most recent published outcome is
5.7 per cent due to certain fees and fines being reclassified from tax to non-tax revenue.
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Figure E.2: Evolution of Taxation Revenue Forecasts
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Moving from annual growth rates to levels of annual revenue in dollars (Table E.2), Treasury’s
taxation revenue forecasts are, on average, $1.1 billion below Final Budget Outcomes (or 0.4 per cent
of total 2011-12 tax revenue) while the Budget forecasts are, on average, $0.4 billion below outcomes
(or 0.1 per cent of total 2011-12 tax revenue).

Table E.2: Performance of forecasts of tax revenue levels against Final Budget Outcomes
(normalised to 2011-12 values, $billion*)

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error  MAE Mean error MAE  Mean error MAE  Mean error MAE  Mean error  MAE

$bn $bn $bn $bn $bn $bn $bn $bn $bn $bn
All forecasts (a) -1.1 5.5 4.1 4.1 -3.2 4.6 -6.0 6.0 6.7 7.9
Budget forecasts (b) -0.4 8.4 5.5 8.1 -3.1 5.3 -10.2 10.2 12.4 13.2
MYEFO forecasts (c) NA NA NA NA -4.8 5.8 -6.3 6.3 8.4 9.1
Wi ithin year forecasts (d) -1.3 1.8 0.1 0.1 -2.1 2.9 -1.3 1.5 -0.6 1.5

*Normalised using nominal GDP growth, to calculate the level of tax revenue error if the nominal economy had been at its
2011-12 size for the whole period.

(a) Includes the Budget forecasts, MYEFO forecasts, and Budget within year forecasts.

(b) Budget forecast for the financial year which starts in July (two months later). In 1990-91 to 1993-94 and 1996-97 the
Budget was published in August and so it is the Budget forecast for the financial year which had started one month earlier.
(c) MYEFO forecast for the financial year which started in July (four months earlier). Available from 1996-97.

(d) Budget forecast for the financial year which started the previous July (ten months earlier). In 1990-91 to 1993-94 and
1996-97 the Budget was published in August and so it is the Final Budget Outcome.

Figure E.3 shows the Budget error in billions of dollars for each year, and the mean error in each of
the four sub periods.
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Figure E.3: Errors in Budget Forecasts of the Level of Tax Revenue
(normalised to 2011-12 values, $hillion*)
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* Normalised using nominal GDP growth, to calculate the level of tax revenue error if the nominal economy had been at its
2011-12 size for the whole period.

E.2: Comparisons with other Forecasters
Access Economics

Comparisons of Treasury total tax revenue forecasts with those of Access Economics from their
Budget Monitor publication are presented in Table E.3 below.

Table E.3: Performance of Treasury and Access forecasts of revenue growth against Final
Budget Outcomes (percentage points)

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE
% points % points % points % points % points % points % points % points % points % points

All forecasts (a)

Treasury -0.3 1.8 0.9 1.3 -1.1 1.6 -1.7 1.8 2.2 2.5

Access -0.4 2.2 0.5 2.0 -0.8 1.5 -2.4 2.8 2.7 2.9
Budget forecasts (b)

Treasury -0.1 2.7 1.7 2.6 -1.2 2.0 -2.9 2.9 4.0 4.0

Access -0.7 3.0 0.6 2.5 -0.7 1.9 -4.9 4.9 3.4 3.4
MYEFO forecasts (c)

Treasury N/A N/A N/A N/A -1.5 1.8 -1.9 1.9 2.8 3.0

Access N/A N/A N/A N/A -0.6 1.2 -2.5 2.5 3.7 3.7

Budget within year forecasts (d)
Treasury -0.4 0.6 0.0 0.0 -0.7 0.9 -0.4 0.5 -0.2 0.5
Access -0.2 1.1 0.0 0.0 -1.0 1.1 0.2 1.0 1.0 1.6

Note: Access forecasts are on an accrual (not cash) basis from 1999-00, and are compared with Final Budget Outcomes on
an accrual basis. Access forecasts are generally taken from the May Budget Monitor (for Budget) and the November Budget
Monitor (for MYEFO), which are usually released around a week in advance of the Budget and MYEFO publications.

(a) Includes the Budget forecasts, MYEFO forecasts, and Budget within year forecasts.

(b) Budget forecast for the financial year which starts in July (two months later). In 1990-91 to 1993-94 and 1996-97 the
Budget was published in August and so it is the Budget forecast for the financial year which had started one month earlier.
(c¢) MYEFO forecast for the financial year which started in July (four months earlier). Available from 1996-97.

(d) Budget forecast for the financial year which started the previous July (ten months earlier). In 1990-91 to 1993-94 and
1996-97 the Budget was published in August and so it is the Final Budget Outcome (this applies to Treasury and Access).

E+4
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Treasury’s Budget forecasts of tax revenue have been comparable to those of Access Economics over
the past 22 years. The differences in forecasting accuracy between Treasury and Access are small and
were found not to be statistically significant at the 10 per cent level. In this regard, it is worth noting
that Access Economics publish their forecasts around a week in advance of the Budget, and have
access only to the tax policy information that is made publicly available at this time. An adjustment is
made to Access’ forecasts to allow for Budget costings of policy measures in an attempt to remove the
information advantage that Treasury forecast would otherwise have over Access in relation to new
policy measures announced in the Budget. Figure E.4, below, shows the Budget forecast errors of the
two organisations for each of the past 22 years.

Figure E.4: Treasury and Access Economics Errors for Budget Forecasts of the Growth of Tax

Revenue
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Note: Access forecasts are on an accrual (not cash) basis from 1999-00. They are generally taken from the May Budget
Monitor (for Budget) and the November Budget Monitor (for MYEFO), which are usually released around a week in
advance of these publications.

Official Agencies Overseas

This section compares the performance of Treasury total tax revenue forecasts with the forecasts
prepared by official agencies overseas — HM Treasury (United Kingdom), Department of Finance
Canada, New Zealand Treasury, the Office of Management and Budget (United States). These
countries have broadly similar tax systems to Australia.

Figure E.5 below shows the outcomes for tax revenue growth in each country over the past decade.
Tax revenue growth in Australia has been quite similar to the other countries over this period, with the
exception of the United States, where growth has been more variable. All countries experienced
falling tax revenue during the GFC due to the adverse economic impacts on production, consumption,
profits and employment.

E-5
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Figure E.5: Annual Tax Revenue Growth by Country
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Different institutional environments in which the revenue forecasts are prepared may have
implications for forecast accuracy. For example, the United States may be at a particular disadvantage
as their Budget is released relatively far in advance of the start of the fiscal year (around eight to
10 months prior), and the legislature has the power to alter any of the tax policies set out in the
Budget. In contrast, in the other countries we examine, Budgets are released relatively close to the
start of the fiscal year (two months or less prior), and the legislature has limited power to adjust tax
policies, unless they wish to reject the entire Budget. Our results for the United States attempt to
adjust for any forecast disadvantage due to the impact of post-Budget changes to tax policies.

Figure E.6 shows the forecast errors (f* — f) for growth in tax revenue across the five agencies, over
the past decade. The red diamonds are the errors observed for 2008-09 or equivalent financial year for
each country — these errors highlight the universal difficulties experienced in forecasting at this time.
The revenue forecasting performance of the Australian Treasury is comparable to that of official
agencies in the United Kingdom, Canada and New Zealand. The United States forecast performance
is much worse, with errors almost three times as great.

Figure E.6: International tax revenue forecast errors (2001-02 to 2010-11)
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(a) Data for Canada excludes 2002-03, as no Budget is available for this year.
(b) Total revenue forecasts, including tax and other miscellaneous revenue. Adjusted for post-Budget changes to policies.
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Table E.4 below shows summary statistics for forecast performance for each country over the past
decade. The United Kingdom forecasts have been the most accurate, with a MAPE of around
2 per cent, with Australia, Canada and New Zealand displaying similar levels of forecast accuracy
with MAPEs of between 2% to 3% per cent. The United States forecasts are far more inaccurate, with
a MAPE of around 9 per cent. The differences in forecasting accuracy between Australia and official
agencies overseas were found not to be statistically significant at the 10 per cent level, except for the
United States.

In terms of bias, the Canadian and New Zealand forecasts show some negative bias, with an average
error of around -1% to -1 per cent, whereas the Australian forecasts have displayed a smaller
negative bias of around -% per cent over this period. The United Kingdom forecasts have a slight
positive bias of around %2 of a per cent, and the United States forecasts have a substantial positive bias
of around 4% per cent.

Table E.4: International performance of tax revenue forecasts against outcomes (2001-02 to
2010-11)

Mean error MAPE Standard deviation Correlation coefficient with
% % (actual growth rates) Australia (actual growth rates)
Australia -0.7 3.2 4.8 1.0
Canada (a) -1.4 2.5 5.3 0.8
New Zealand -1.2 3.6 5.2 0.7
United Kingdom 0.6 2.1 4.0 0.8
United States (b) 4.4 8.9 9.3 0.5

(a) Data for Canada excludes 2002-03, as no Budget is available for this year.
(b) Forecasts for total on-Budget revenue, including tax and other miscellaneous revenue. Adjusted for post-Budget changes
to policies.

Trend estimate forecast comparison

This section compares the performance of Treasury’s Budget tax revenue forecasts with those from a
simple trend approach. All data have been adjusted to remove tax policy changes,3 creating
underlying tax revenue series and forecasts. These adjustments attempt to remove the policy
advantage that Treasury’s forecasts would otherwise have over the trend forecasts (for example, the
Treasury forecasts would factor in the introduction of the GST in 2000-01, whereas the trend forecast
would not).

For the purposes of this analysis, ‘trend’ is defined as the average annual growth rate over the
previous X years for which an outcome is available, consistent with the approach taken in the
economic section of this report. For example, the 3 year trend estimate in 2011-12 is the average of
tax revenue growth in 2007-08, 2008-09 and 2009-10.* The trend results are compared with
Treasury’s Budget forecasts.

Figure E.7 below shows the outcome for underlying tax revenue growth compared with the Budget
forecasts and the 10-year trend. The Budget forecasts are clearly much better at capturing the cyclical
influences on tax revenue growth than using a trend approach. In particular, they capture the two
major downturns in tax revenue in 1991-92 and 2009-10 and the subsequent recoveries.

3 It is worth noting that the adjustments are based on Treasury’s policy costings which are also subject to error.
4 2010-11 is not included as the outcome would not have been available at the time of the 2011-12 Budget.
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Figure E.7: Budget and Trend Estimates Versus Actual Tax Revenue Growth
(growth rates, underlying)
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Table E.5 shows the performance of Budget forecasts against trend estimates of varying lengths.

Table E.S: Performance of Budget forecasts of growth in tax revenue against trend estimates
(underlying)

1990-91 to 2011-12 1990-91 to 1993-94 1994-95 to 2002-03 2003-04 to 2007-08 2008-09 to 2011-12

Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE Mean error MAPE

% points % points % points % points % points % points % points % points % points % points

Budget forecasts -0.1 2.4 1.8 2.6 -1.2 1.9 -2.6 2.6 3.3 3.3
1yr trend -0.2 4.9 2.3 6.8 -1.0 3.1 -2.0 2.0 1.4 10.8
3 yrtrend 0.8 4.8 5.9 7.8 -1.2 3.6 -2.4 2.4 4.3 7.6
5 yr trend 0.8 4.7 8.1 8.1 -1.2 2.4 -4.5 4.5 4.9 6.7
10 yr trend 1.9 4.2 9.1 9.1 0.2 21 -2.8 2.8 4.2 5.7

Over the full sample, Treasury’s forecasts of tax revenue growth are more accurate than the trend
estimates. Treasury forecasts have a lower MAPE for the period as a whole, and for three of the four
sub-periods. The one and three year trend estimates are more accurate over the ‘Mining Boom Mark I’
period from 2003-04 to 2007-08, a period over which tax revenue was consistently underestimated by
Treasury.

The trend estimates do particularly badly in terms of accuracy over the two recession and recovery
periods, from 1990-91 to 1993-94 and from 2008-09 to 2011-12. Treasury’s forecasts predict these
downturns and the bounce back in tax revenue during the recovery phase, whereas the
backward-looking trend estimates do not.

E.3: Relationship between Revenue Errors and Nominal Economy Errors

This section examines the correlations between the forecast errors for tax revenue and the nominal
economy (or economic base), over the past decade.

There is not an exact relationship between the overall growth of the nominal economy and growth in
total tax revenue. The historical relationship between economic and tax growth over the past decade is
shown in Figure E.8 below. The correlation coefficient between these two series is 0.55. One reason
why the series will not track exactly is that revenue collections will be impacted by tax policy changes
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— for example, a reduction in a tax rate or a broadening of a tax base. The red line below shows
underlying tax revenue growth (adjusting for tax policy changes), and it does map slightly better with
economic growth than the grey line (which is not adjusted for policy changes), with a correlation
coefficient of 0.73. However, there are still obviously other sources of differences between economic
and tax growth, including timing differences, which are discussed further below.

Figure E.8: Nominal GDP growth versus tax revenue growth (annual average)
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In terms of a particular head of revenue (such as company tax), there are several reasons why growth
in the head of revenue may not track closely with growth in the corresponding economic base. These
include:

+ Policy decisions which lead to variations in the growth of the head of revenue.
- Timing differences between economic activity and the receipt of the associated tax revenue.

« Differences in scope between the tax base for the head of revenue, and the associated economic
base. For example, fringe benefits tax is levied on the value of fringe benefits provided to
employees, but the closest economic base is a wages measure (see Table C.3 in Attachment C for a
description of the main head of revenue mapping models).

» Miscellaneous factors such as changes in compliance activities of the ATO.

Table E.6 below shows the major heads of revenue and the primary associated economic base. It also
notes how much of the total tax base each head of revenue comprises, and the correlation between the
head of revenue and its associated economic base.

All of the remaining analysis in this Attachment excludes capital gains tax (CGT), whereas CGT is
included in the rest of the report. The economic bases do not include capital gains. CGT is forecast
separately using a stock model which incorporates assumptions regarding the timing of gain
realisation and loss utilisation.
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Table E.6: Major heads of revenue

Income tax

withholding (c) Company tax GST Other individuals  Total tax revenue
Share of tax base (%) (a) 471 211 15.1 9.1
Associated economic Compensation Corporate gross Consumption Gross mixed Non-farm
base of employees operating surplus subject to GST income nominal GDP
Correlation coefficient
between series (b) 0.87 0.26 0.75 0.05 0.44

Note: All numbers exclude capital gains tax.

(a) In 2011-12.

(b) Correlation between growth rates in revenue and associated economic base, between 2002-03 and 2011-12. GST
calculations start from 2003-04, as 2002-03 was a transitional year when revenue accelerated due to increased compliance
and education.

(c) Income tax withholding has been adjusted for tax policy measures in calculating the correlation coefficient.

As can be seen from Table E.6, the individual economic bases do not map perfectly with the major
heads of revenue. In particular, the economic bases used as an input in forecasting company tax and
other individuals tax do not have a good relationship with these revenue heads, with correlation
coefficients of 0.26 and 0.05. This is one source of difficulty in translating the economic bases into
tax revenue forecasts. There are also several other potential sources of revenue forecast error, such as:

. forecast errors in the economic base;

. errors in tax policy costings;

. errors in tax revenue timing estimates; and

. miscellaneous factors such as post-Budget policy decisions and court decisions relating to tax

law interpretation.

The contribution of an individual head of revenue to the overall tax revenue forecast error will depend
upon its share of the tax base (its relative importance), and the error in the forecasts for that head of
revenue. Figure E.9 shows the contributions of the major heads of revenue to the total Budget tax
revenue forecast error, over the past decade.

Figure E.9: Contribution to total tax revenue error by head of revenue (Budget forecasts)
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The main contributors to total tax revenue error over the past decade have been company tax, income
tax withholding and GST. The company tax contribution reflects larger percentage forecast errors,
while the income tax withholding contribution reflects smaller percentage forecast errors which are
amplified due to its relative importance (since it comprises nearly 50 per cent of the tax base).
Section 4 of the Report discusses in greater detail some of the main forecast errors by head of revenue
since the start of ‘Mining Boom Mark I’ (2003-04).

Table E.7 below looks at the relationships between the major pairs of tax head of revenues and
associated economic bases. It shows the mean error and MAPE for each of these pairs — in general,
the error on the head of revenue should be at least as high as the economic base error, since this error
is just one of many potential sources of revenue error (other sources of error have been briefly
outlined above — tax policy costing error, timing error etc). The standard deviation of each series is
also shown, with a higher number indicating a more volatile series which is more difficult to forecast.

The correlation between the historical growth for each pair is also shown (which was also reported in
Table E.6), as is the correlation between the Budget forecast errors. The forecast errors should
generally be well correlated, except where there are significant differences in timing or scope between
the head of revenue and the economic base which need to be adjusted for in the head of revenue
model (for example, in the case of company tax and other individuals tax). Appendix A of Section 4
of the Report shows the significant adjustments that take place to the Corporate GOS economic base
in order to generate the company tax forecasts.

Table E.7: Relationship between errors in the economic base and taxation revenue (Budget
forecasts)

2002-03 to 2011-12

Mean error MAPE Standard deviation Correlation coefficient Correlation coefficient
% points % points of series (a) between series growth  between forecast errors
Compensation of Employees -1.2 1.7 2.0
Income tax withholding (b) -1.3 1.8 2.8 0.87 0.85
Corporate GOS -1.3 3.1 4.3
Company tax 2.3 8.0 10.3 0.26 0.18
Consumption subject to GST (c) -0.3 1.9 1.5
GST Revenue 0.2 3.8 3.6 0.75 0.80
Gross mixed income 0.0 3.2 3.5
Other individuals tax -2.2 2.8 5.6 0.05 0.25
Non-farm nominal GDP -1.3 1.9 1.7
Total tax receipts -0.2 2.9 4.2 0.44 0.62

Note: All numbers exclude capital gains tax.

(a) Standard deviation of series growth rates, from 2002-03 to 2011-12.

(b) Income tax withholding has been adjusted for tax policy measures in calculating the correlation coefficient.

(c) GST calculations start a year later, in 2003-04, as 2002-03 was a transitional year when GST revenue accelerated due to
increased compliance and education.

In the case of the largest head of revenue, income tax withholding, the majority of the forecast error
over the past decade has been driven by error in the associated economic base (compensation of
employees). The correlation coefficient between the two error series is 0.85, indicating that there are
not significant timing or scope differences between income tax withholding and compensation of
employees. In addition, the two series have very similar mean errors and MAPEs over this period,
indicating that there is not much additional revenue forecasting error beyond the economic base error.

Figure E.10 below shows the forecast errors between income tax withholding and the associated
economic base. Most of the errors fall in the top right quadrant (the errors on both forecasts are
positive) or the bottom left quadrant (the errors on both forecasts are negative).
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Figure E.10: Budget forecast errors on compensation of employees and income tax withholding
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In contrast, the error in the second largest head of revenue, company tax, has only been weakly
correlated with the error in its corresponding economic base, gross operating surplus (correlation
coefficient of 0.18).

Figure E.11 shows the forecast errors between company tax and gross operating surplus. Several of
the recent errors on company tax have been positive (in the top left and right quadrants), with the
mean error on company tax revenue forecasts being 2.3 percentage points over the past ten years. This
overestimation of company tax revenue has been driven by factors including longer than usual lags in
the recovery of company tax payments following the GFC, and an increasing share of the economy
being accounted for by the mining sector, which currently has a relatively low corporate tax-to-GOS
ratio.

The relationship between company tax and gross operating surplus is complex. Although the
correlation coefficient between the errors is low, this is in a large part due to two factors. Firstly, the
outlier 2009-10 result, which is difficult to explain, has a significant effect. Without this data point,
the correlation coefficient is 0.65. Secondly, the lag between the economic activity (as measured by
GOS) and company tax caused by the company tax payments system, means that the relationship
should not be expected to be exact. The timing model for company tax attempts to account for this
lag, and is described in more detail in Section 4 of this Report.
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Figure E.11: Budget forecast errors on gross operating surplus and company tax
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The third largest head of revenue, GST, has a reasonably good historical relationship with its main
economic base (consumption subject to GST), indicating that the series have similar scope. The
forecast errors are also reasonably well correlated (correlation coefficient of 0.80), as shown in Figure
E.12, with a notable exception in 2011-12 when there was a large forecast error on GST collections
and almost zero error on the economic base. This was due to the growth outcomes for these series
diverging significantly, with GST collections falling by 0.5 per cent while the economic base grew by
5.4 per cent. This issue is discussed further in Section 4 of this Report.

Figure E.12: Budget forecast errors on consumption subject to GST and GST
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The final and smallest individual head of revenue which we examine, other individuals taxes,
comprises a variety of items including taxes on interest, dividends and small business income. Partly
because of the diversity of this head of revenue, it is difficult to find a corresponding economic base.
The main economic base used, gross mixed income, does not map particularly well with the head of
revenue in history (correlation coefficient of 0.05). Other smaller economic bases are also utilised in
the other individual’s taxes model, including other business income and property income economic
bases such as interest and rent. Figure E.13 shows the forecast errors are also not well correlated with
the economic base (correlation coefficient of 0.25).
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Figure E.13: Budget forecast errors on gross mixed income and other individuals tax
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Overall, the total tax revenue errors are reasonably well correlated with the error on the forecast for
the nominal economy (correlation coefficient of 0.62), as shown in Figure E.14 below.

Figure E.14: Budget forecast errors on nominal GDP (non-farm) and total tax revenue
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