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Table 1. Monetary Policy Rules as Reported in the Federal Reserve Report

A. Monetary policy rules

Taylor (1993) rule RIS =pB4+ g4 0.5(x, — o) + (ud®— u)
Balanced-approach rule REA=p iR+ g 4 0.5(7: — xl®) + 2({ui® — u))
Balanced-approach (shortfalls) rule REE =pr P+ a4 05(m,— % + 2min{ (uiff— u). 0}
Adpsted Taylor (1993) rule R = max{RF — Z.ELB}

First-difference rule RfP=Rwy +05(m —a) + (i —up — (5 u )

NoTE: R Rgt, Rpas, R and RAe represent the values of the nominal federal funds rate prescribed by the Taylor (1993),
balanced-approach, balanced-approach (shortfalls), adjusted Tavlor (1993), and first-difference rules, respechively.

., denotes the midpoint of the target range for the federal funds rate for quarter /I, u. is the unemployment rate in quarter 7, and » ** is the
level of the neutral real federal funds rate in the longer run that 1s expected to be consistent with sustaimng maximum employment and inflation
at the FOMC's 2 percent longer-run objective, represented by x1°%. m, denotes the realized four-quarter price inflation for quarter 7. In addition, u
is the rate of unemployment expected in the longer run. Z is the cumulative sum of past deviations of the federal funds rate from the prescriptions
of the Tavlor (1993 ) rule when that rule prescribes setting the federal funds rate below an effective lower bound of 12.5 basis points.

The Tavlor (1993) rule and other policy rules generally respond to the deviation of real output from its fiull capacity level. In these equations,
the output gap has been replaced with the gap between the rate of unemployvment in the longer run and its actual level (using a relationship known
as Okun’'s law) fo represent the rules in ferms of the unemplovment rate. The rules are implemented as responding fto core PCE inflation rather
than to headline PCE inflation because current and near-term core inflation rates tend to outperform headline inflation rates as predictors of the
medium-term behavior of headline inflafion.



FRED ﬁ — Federal Funds Effective Rate
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Figure 1. The Effective Federal Fund Rate



Q: 1.5p+.5y+1

where
r 18 the federal funds rate
p 1s the mflation rate
y 1s real GDP gap

Figure 2. A simple version of the Taylor rule: If inflation is 2 (p =2),
and the GDP gap is 0 (y=0), then the interest rate r (r=4).
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Figure 3. The Fed held the interest rate lower than the Taylor
rule and inflation rose sharply as the Fed then tightened policy.
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Figure 4. This chart shows that policy was too low, and this was the
reason that inflation rose.



FRED 244 — Gross Domestic Product: Implicit Price Deflator
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Figure 5. The inflation rate rose well above the Fed’s target of 4 percent.



FREn ~r4 — Unemployment Rate
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Figure 6. The unemployment rate rose well above the target range.



Broader based
Inflation in Latin America has become broader based since the

second half of 2021.
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Figure 7. Inflation in Latin America from January 2020 to January 2022
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