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st = 181* + ep + 0.5(p-1p) - 0.5(gdp*-gdp)

ST = short rate xmphed by the Tay]or Rule: rse¥ = real shon rate 1
_ conditions; ep = expected price inflation; p = actual price inflation; (p'= central bank obj or
- inflation; gdp* = trend or equilibrium output; gdp = actual output. The values which we are using at the
- present time for the key variables are shown in the table below, Expected price inflation (ep) is proxied by
historic price inflation in Taylor Rule (1) in the table, and by consensus inflation forecasts in Taylor Rule
(2). Further rationale for the rule can be found in “Macroeconomic Pohcy ina World Economy" John B.
;Taylor, WW Norton and Co. (1993)

Impllcatlons of the Taylor Rule for Current Short Term Interest Rates

Neutral Output inflation  Actual Expected " Short Term Interest Rates
Real Gap® | ‘Target’® Inflation® Inflation®| Taylor  Taylor ~ Actual.
Short | Rule. Rule  3Mth
Rate’ | (1° (7 . Rate
uUS 2.0 13 2.0 33 3.2 6.6 6.5 55
Japan 26 +16 2.0 05 15 1.6 26 08
Major EU 36 +24 | 23 2.1 24 4.4 47 - 47
~ Germany 35 +27 | 20 1.4 2.0 33 39 3.1
- France 35 ¥32. | 20 17 20 | 35 3.8 33 .
- Italy 4.0 +2.8 3.0 26 24 5.0 48 7.1
- UK .35 +0.4 25 3.1 85 | 67 7.1 63
Canada 30 +2.6 2.0 20 1.8 37 35 238
G7 Total 27 +0.6 21 23 26 48 5.1 4.2

'Real short rate judged to be consistent with neutral monetary conditions, 238 estimates of the difference between trend and actual
GOP (negative number implies that GDP is above trend). *Ultimate inflation objective of the central bank, “Inflation over past 12
months. *Expected inflation over next 12 months, taken from Consensus Economics. *Taylor Rule calculated from actual inftation
as proxy for expected inflation. 7Taylor Rule using consensus pnce forecasts as.proxy for expected inflation.
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