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Taylor Rules 
 
The Fed has historically (from the early 1980’s through 2007) set the target Fed funds rate (iT in our IS-
LM handout) as a function of the output gap and the inflation gap. This rule is expressed in the following 
way: 
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Where y is (log of) GDP, y* is the natural level of output (log of Yn), also known as potential GDP, so 
that (y-y*) is the output gap; π is the actual inflation rate of the personal consumption expenditure 
deflator,  and π* is the target, usually considered 2%, but sometimes other values as well (0% to 4% 
shown below). 
 

 
Source: St. Louis Fed, https://research.stlouisfed.org/datatrends/mt/page10.php  
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