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Taylor Rule, Macro Policy curve

n=7,+ Y, +8(1, -7 )+ R (16.1)
r=(1+8)x, + fY +R o1, (16.2)
. _5 |
Y, = (T, —m,) (16.11)

(f+0)



Federal Funds Rate and Inflation Targets
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Calculated federal funds rate is based on Taylor's rule.

Components of Taylor's Rule
PCE Inflation

Percent change from year ago

Actual and Potential Real GDP
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See notes section for further explanation.
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IS Curve Revisited

R =s5,-5Y +5,G, (16.3). IS curve
R =s5,—51 +5,G, (16.4); equlibrium real interest rate. Subtract (16.4) from (16.3) to get
R - R_: =—5(F - ) (16.3); divide and multiply by I* to obtain

-—sy{E2L a6

= —ol, (16.7)

*

R -R

*

R -R

Macro Policy Curve

Subtract inflation and equilibriom real mterest rate B* from Tavlor rule (16.1) :

=, + Pl +8(1, -7, )+ R (16.1)

P R: = B, + (i, - "T.:::' (16.8); recall definition of R

R —R =pL+o(m - 1) (16.9): combine with IS curve (16.7)
—ol = pL +o(x - ) (16.10) which can also be written:

N —d '

I = (7, — 7, ) (16.11)



INFLATION RATE ()
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INFLATION RATE ()
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Price Adjustment

Notice that this Is also sometimes
called the “Phillips Curve”

T=r,+ Y, +Z, (16.12)



INFLATION RATE ()

Shifts down next year
if this year's GDP gap
IS less than zero.
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Price adjustment line

Shifts up next year if
this year's GDP gap is
greater than zero.
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FIGURE 16.7 Price Adjustment Line Determining the Macroeconomics, 6th Edition
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INFLATION RATE (x)
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Price adjustment line
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[INFLATION RATE (r)
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INFLATION RATE (%)
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INFLATION RATE ()
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INFLATION RATE ()
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Price shock
causes PA line
to shift up, then
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INFLATION (%)
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FIGURE 16.13 Inflation—-GDP Gap Loops in the United States,
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Updated Figure 16.14
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Updated and revised Figure 16.15 (uses PCE deflator)



Federal Funds Rate and Inflation Targets
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Calculated federal funds rate is based on Taylor's rule.

Components of Taylor's Rule
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Billions of chain-weighted 2005 dollars

e Actiia
N
N

2001 2002 2003 ! 2004 ! 2005 | 2006 | 2007 | 2008 ] 2009 ! 2010
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