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2.2.1. Country-by-Country Estimates of the real natural rate

‘The country-by-country estimates view data through the lens of a Kalman flter that is
connccted to a simple New Keynesian model of aggregate demand /investment-savings (AD/IS)
and aggregate supply/Phillips Curve (AS/PC). The IS-curve links the percent deviation of real
output from potential ~ the output gap 7 — to the corresponding policy stance measure, the real
rate gap (1, — 17, in the IS-curve (A22.1).
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where §; = 100 * (y¢ — y¢) and ye and y; are the logarithms of real GDP and the unobserved
potential output. 7 is the real short-term intrest rate and ¢ the real natural rate consistent with
output being at potential. The PC s a standard relation between current inflation 11, and
distributed lags of past inflation Te_; , and responses to the output gap Y=1 as in (A.222).
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CHAPTER 2 THE NATURAL RATE OF INTEREST:
DRIVERS AND IMPLICATIONS FOR POLICY

M= BTy ++by Ty + Ene (A222)

“The law of motion for the natural rate of interest 17" is driven by trend growth ¢ and other
determinants z:1

=gtz
‘The “other” component ; is similarly assumed to follow a random walk process.
Z =21t &

Log potential output y; is a random walk with a stochastic drift g, that is equally assumed to be
arandom walk.





