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Highlights

* With changing appointments at the Federal Reserve, many wonder how this will impact the the current path of Fed
rate hikes and the normalization of the Fed's balance sheet.

*  With Jerome Powell coming in as Chair and three other Governor positions up for grabs, as well as a turnover of
the regional Fed Presidents, the composition of the FOMC and its relative dovish/hawkish tilt towards interest rates
will likely be changing in the coming months.

With Janet Yellen's term as Federal Reserve Chair expiring and three other positions are open on the Board of Gover-
nors, the composition of the FOMC is in for a radical makeover. New members impose a learning curve on financial
markets regarding how these individuals will interpret and respond to unfolding economic conditions via the fed funds
path and the speed of balance sheet normalization. With clear knock-on effects to asset prices and overall financial sta-
bility, there is debate of whether new members will favor a more rules-based approach to setting interest rates (Chart 1).

Policy rules grab spotlight

The concept of a monetary policy rule has been around since the 1980s, but was made popular by John Taylor in
1993 via his seminal work, Discretion vs. Policy Rules in Practice. The Taylor Rule is a simple numerical formula that
relates the nominal fed funds rate (FFR) to the current state of the economy based on three major variables: inflation,
economic slack, and the equilibrium real fed funds rate that balances savings and investment (also known as R*). The
degree to which inflation or capacity pressures deviate from
trend estimates determines the appropriate level of the FFR. CHART 1: ORIGINAL TAYLOR RULE CALLING
When we apply the original Taylor Rule to current economic | FOR HIGHER RATES

data, it would call for the FFR to be about 3.00 to 3.25%. If that

seems high, it is. Even though the Fed first raised its policy rate
in December 2015, the current upper bound of the policy rate
is only 1.25%.

Original Taylor Rule
e Effective FFR

Descriptive vs. Prescriptive
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The main debate of the policy rule is whether it should be
viewed as descriptive (a guide) versus prescriptive (a mechani-
cal adoption). John Taylor (who is always in conversation for a | 2001 2003 2005 2007 2009 2011 2013 2015 2017
Board seat) leans more towards the latter, laying blame at the
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Fed's feet for the housing bubble due to overly accom-
modative monetary settings that did not adhere to the
prescription offered by the Taylor Rule. Yellen and the
current Fed view monetary policy rules more as guide-
posts and argue against a mechanical application.

We side with Yellen and company on this front due to
the inherent shortcomings of mechanical approaches to
monetary policy. Many factors evolve within each eco-
nomic cycle, including structural adjustments and risk-
management considerations. Yellen's speech in January
2017 expressed it well: “simple rules ignore such im-
portant factors as fiscal policy, trends affecting global
growth, structural developments influencing the supply
of credit, and overall financial conditions”

A mechanical approach hinges on a number of assump-
tions regarding the current state of the economy. First,
it requires policymakers to know and agree on the size
of the output gap. This is quite a leap of faith. The mea-
surement of economic slack is not strictly defined or
transparent within the economics community, and there
is wide scope for interpretation. For instance, regard-
ing the measurement of labor market slack, Yellen has a
dashboard that takes into consideration a wide array of
variables such as: underemployment, participation rates,
wages, and so forth. Looking at today’s traditional met-
rics, output and employment gaps would appear closed,
but more micro data would argue against this notion.

Second, a mechanical rule revolves around R*. When
Taylor initially estimated his model, R* was assumed to
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CHART 3: UNCERTAIN POLICY PATH
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be a static at 2%, consistent with roughly its historical
average. Empirical research has since demonstrated that
R* is not static and has steadily declined over the last
couple of decades. According to the median forecast of
FOMC members, R* is closer to 1%, whereas Janet Yellen
has even cited a rate closer to zero over the medium-
term (Chart 2).

Third, how the FOMC should respond to a shock to in-
flation or output is implicit in the weight these variables
have within the policy rule equation. Here too there lacks
agreement based on subsequent research. The original
Taylor Rule imputes that a 1% shock to output (relative to
potential) or inflation (relative to target) should be met
with a 0.5% change in the policy rate. This may seem
esoteric, but it implies that upon entering the next reces-
sion, a central bank that follows a mechanical rule would
be slower to react due to the lagging nature of the infla-
tion and output variables.

In Chart 3, we demonstrate how these three factors com-
bine to reveal a myriad of choices for the appropriate
fed funds path. In other words, uncertainty abounds and
judgement becomes critical as an anchoring policy tool
should the Fed become more rules-based. A nine-year
history of disappointing economic and inflation trends
relative to forecasts argues that a set-it-and-forget-it
policy rule is not the best solution. As a result, finan-
cial market participants would likely demonstrate more
angst should a view similar to John Taylor's be imple-
mented. Absent a record of past FOMC decisions to as-
sess, it's unclear the degree to which the FOMC would be
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willing to accept and react to the ill-precision of forecast
models to the evolution of data. Under the tutelage of
Chair Yellen, the Fed has become a beacon of transpar-
ency during changing macroeconomic conditions. She
has been effective in building consensus amongst the
FOMC voting members and has shared criticism of being
over reliant on models that fail to capture the dynamics
of the current cycle. We are in different times relative to
the 1990s, and the flexibility that Yellen has shown over
her reign as Chair has been astute.

The Future FOMC

There's no question that the composition of the Fed is
going through an overhaul. Of the seven Governor posi-
tions, only four are currently occupied (including Chair
Yellen and new Vice Chair Quarles). In addition, decisions
that are not in the hands of President Trump include the

turnover of the four alternate regional Presidents in 2018.

The Fed under Yellen's oversight can be characterized as
largely dovish, adopting slow, deliberate and well-tele-
graphed policy moves. This places the balance of risks
that the composition of the new Fed will shift towards
a more hawkish camp, even if it's only on the margin.
However, we caution against overstating the importance
of Powell replacing Yellen and its influence on the eco-
nomic cycle, the Treasury curve, global financial linkages
and, ultimately, financial stability. Fed policy meeting
outcomes are consensus based. Each member has one
vote. Although the Chair is responsible for shaping con-
sensus, the entire composition is what matters, and this
will continue to unfold long after President Trump's an-
nouncement.
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Disclaimer

This report is provided by TD Economics. It is for informational and educational purposes only as of the date of writing, and may not be appro-
priate for other purposes. The views and opinions expressed may change at any time based on market or other conditions and may not come
to pass. This material is not intended to be relied upon as investment advice or recommendations, does not constitute a solicitation to buy or
sell securities and should not be considered specific legal, investment or tax advice. The report does not provide material information about the
business and affairs of TD Bank Group and the members of TD Economics are not spokespersons for TD Bank Group with respect to its business
and affairs. The information contained in this report has been drawn from sources believed to be reliable, but is not guaranteed to be accurate
or complete. This report contains economic analysis and views, including about future economic and financial markets performance. These are
based on certain assumptions and other factors, and are subject to inherent risks and uncertainties. The actual outcome may be materially differ-
ent. The Toronto-Dominion Bank and its affiliates and related entities that comprise the TD Bank Group are not liable for any errors or omissions
in the information, analysis or views contained in this report, or for any loss or damage suffered.
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