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The Taylor Rule is a formula that gives an indication of where one can 

expect the Fed to set the federal funds rate. 

The Taylor Rule can be written as: 

Fed Funds = Neutral Real Rate + Inflation + [.50 × (Inflation – Target)] + [.50 × 

(Output Gap)] 

where the neutral rate and inflation target are both 2%, inflation is year over year, and the 

output gap is a measure of how close the economy is to producing at potential. The Taylor Rule 

prescribes that the Fed anchor the federal funds rate at the neutral interest rate (the Neutral 

Real Rate + Inflation). From that anchor, the Fed should raise the funds rate by 50 bps for each 

percent that inflation is above target and for each percent that the economy produces above 

potential (and vice versa). 

The below chart plots the Taylor Rule against the effective funds rate. As can be seen, following 

the Global Financial Crisis (the shaded portion of the chart), the Taylor Rule called to raise the 

funds rate several years before the Fed started raising it. This either indicates a failure by the 

Fed to raise rates at the appropriate time or calls into question the effectiveness of the Taylor 

Rule. 

 

Working with a recent modification to the Taylor Rule provided by James Bullard, President of 

the St. Louis Fed, seems to produce a chart that aligns more closely with reality.[1]   
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In Bullard’s modification, he changes the representation of the neutral rate. The neutral rate is a 

challenging inclusion in the Taylor Rule because it greatly influences the rate that the rule 

prescribes (since it serves as the intercept of the equation), but it is not directly observable. The 

San Francisco Fed defines the neutral rate as the rate that “neither stimulates (speeds up, like 

pushing down the gas pedal on a car) nor restrains (slows down, like hitting the brakes) 

economic growth."[2] In other words, the neutral rate is the rate which holds the economy in 

equilibrium. With this understanding, it becomes clear just how important estimating the 

neutral rate is to monetary policy: Setting a policy rate that is accommodative or restrictive 

depends entirely on what policy rate the Fed thinks would hold the economy in equilibrium. 

The original Taylor Rule sets the neutral rate at 2%. This static neutral rate assumption fails to 

capture the fluctuating nature of the neutral rate: namely, that the neutral rate would tend to be 

lower in a weaker economy versus a stronger economy. Bullard, on the other hand, constructs 

the neutral rate by subtracting inflation from the 1-Year Nominal Treasury to create a proxy for 

the market return on real assets. The return on a safe, liquid asset is one way that the neutral 

rate has been depicted in recent models and proves advantageous in that it fluctuates along with 

the economy.[3] 

The chart below shows a Taylor-type rule with Bullard’s modified neutral rate set against the 

effective funds rate. 

 

The modification prescribed a sustained negative rate following the Global Financial Crisis, 

which would justify the lingering low rate and quantitative easing seen during that time. The 

modification also prescribed a rate rise about the time when the Fed raised the funds rate, as 



3 

 

 

opposed to the Taylor Rule which was almost four years early. The most current data point (for 

2018:Q2) prescribes a funds rate of about 2.79%, congruent with the Fed continuing to raise 

rates. 

All of this indicates that the Fed’s decision to keep rates low for so long 

could have been based on the premise that a weaker economy necessitates a 

lower neutral rate. 
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Disclaimer 

Please remember that past performance may not be indicative of future results. Different types of 

investments involve varying degrees of risk, and there can be no assurance that the future performance of 

any specific investment, investment strategy, or product made reference to directly or indirectly in this 

publication, will be profitable, equal any corresponding indicated historical performance level(s), or be 

suitable for your portfolio. Due to various factors, including changing market conditions, the content may 

no longer be reflective of current opinions or positions. Moreover, you should not assume that any 

discussion or information contained in this publication serves as the receipt of, or as a substitute for, 

personalized investment advice from Templeton Financial Services, Inc. To the extent that a reader has 

any questions regarding the applicability of any specific issue discussed above to his/her individual 

situation, he/she is encouraged to consult with the professional advisor of his/her choosing. A copy of our 

current written disclosure statement discussing our advisory services and fees is available for review upon 

request. 
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