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Fed Policy Tighter than Normal
at 2% Fed Funds

August 7, 2008 While the Fed decided to leave its benchmark interest rate at 2% this week, well below the
level suggested by the Taylor Rule, credit conditions in the U.S. are much tighter than this
Executive Vice rate would suggest. Named for Stanford University Professor John Taylor, the rule has been
President, cited by both Chairman Bernanke and Fed Vice Chairman Kohn as “essential guidance” to
Chief Economist  central bankers on how to set interest rates. The so-called Taylor Rule is a short-hand
formula that suggests how a central bank should set rates if inflation or growth veers from
goals. The rule is used more as a reference than a policy trigger because central banks have
difficulty with timely measurements of some of its components, such as potential GDP and
the real federal funds rate that would be ideal for an economy producing at its maximum
potential. Also, the rule varies depending upon which measure of inflation is used. Federal
Reserve policymakers are shown several versions of the Taylor Rule, using different
measures of inflation, in the material they receive before each meeting of the Federal Open
Market Committee.
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Bernanke has said that the rule “embeds a basic principle of sound monetary policy.”
According to this principle, when a shock causes a shift in the inflation rate, the central bank
must adjust the nominal interest rate by more than one-for-one. But the U.S. economy is far
too complex to rely on a small set of summary statistics, some of which are unobservable.
Policymakers often base their decisions on risk scenarios that may have little to do with the
economy’s current performance.

Currently, the Taylor Rule, using core PCE inflation of 2.3% and an assumed noninflationary
rate of unemployment of 5% (the latest unemployment rate is 5.7%), suggests the
benchmark fed funds rate should be at roughly 3.75%. So by this standard, one could
guestion the Fed's decision to leave the rate at 2% (with the exception of serial-dissenter
Richard Fisher, President of the Dallas Fed, who is concerned about a wage-price spiral).
One clear reason for the Fed's decision is that credit conditions are much tighter than a 2%
fed funds rate would normally suggest. The Fed’s Senior Loan Officer Survey has shown for
some time that banks have tightened their credit standards for both business and household
lending. The latest survey (in April) showed that a record number of domestic and foreign
banks reported further tightening in lending standards on a broad range of loan categories.
The July survey will be out soon and evidence in the Beige Book suggests that the survey will
indicate even more restrictiveness in the second quarter.
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On the mortgage lending side, banks apparently did not restrict lending sufficiently to reduce
risk until about one year ago when the subprime mess hit the headlines. According to the
FDIC, mortgage delinquency rates are higher for prime mortgages issued in the first half of
2007 than for the same period in 2006, suggesting the housing crisis and its fallout on banks
will be deeper and will last longer than the Fed once thought. A reported 0.91% of prime
mortgages from 2007 were seriously delinquent after 12 months; this compares to 0.33% in
2006. These borrowers purchased homes at near-peak prices and have suffered massive
declines resulting in negative home equity. Freddie Mac (which generally purchases loans
made to creditworthy borrowers) reported this week that 1.38% of the 2007-vintage loans it
purchased were seriously delinquent after 18 months compared with 0.38% of 2006 loans at
the same point in their life. Some large banks have suggested that losses will as much as
triple from current levels on prime mortgages, especially jumbo loans, made in the second
half of 2007. These loans were not securitized and remain on the books of the banks, putting
further pressure on financial institutions in the next year. Until foreclosures slow from record
levels, the U.S. housing market and the U.S. economy will remain under dark clouds as
banks realize they didn’t pull back far enough, and continue to tighten loan standards.

The Bottom Line: Monetary policy in the U.S. remains restrictive—much more so than
suggested by the historically low fed funds rate. The Fed is on solid ground in keeping the
benchmark rate at 2% because of continued deterioration in the housing market and
continued financial stress for the banks. What's more, headline inflation will likely fall before
the end of the year and, under current economic conditions, wage-price spiraling is highly
unlikely. U.S. workers just don’t have the bargaining power to demand wage hikes. Quite the
contrary, union power is at a record low and falling, while layoffs are rising. Real wages have
fallen this year and there is no reason to assume that nominal wages will catch up with
inflation in the foreseeable future.

The information, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without notice. Some of the
information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of Montreal (“BM0") and its affiliates
make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and to contain information and opinions which are
accurate and complete. However, neither BMO nor its affiliates have independently verified or make any representation or warranty, express or implied, in respect thereof, take no
responsibility for any errors and omissions which may be contained herein or accept any liability whatsoever for any loss arising from any use of or reliance on the information,
opinions, estimates, projections and other materials contained herein whether relied upon by the recipient or user or any other third party (including, without limitation, any
customer of the recipient or user). Information may be available to BMO and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other
materials contained herein are not to be construed as an offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation,
any commodities, securities or other financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as investment advice or as
a recommendation to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly. BMO and/or its affiliates may make a market
or deal as principal in the products (including, without limitation, any commaodities, securities or other financial instruments) referenced herein. BMO, its affiliates, and/or their
respective shareholders, directors, officers and/or employees may from time to time have long or short positions in any such products (including, without limitation, commodities,
securities or other financial instruments). BMO Nesbitt Burns Inc. and,/or BMO Capital Markets Corp. , subsidiaries of BMO, may act as financial advisor and/or underwriter for certain
of the corporations mentioned herein and may receive remuneration for same. “BMO Capital Markets” is a trade name used by the Bank of Montreal Investment Banking Group,
which includes the wholesale/institutional arms of Bank of Montreal, BMO Nesbitt Burns Inc. , BMO Nesbitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N. A., and BMO
Capital Markets Limited. TO U. S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd. , affiliates of BMO NB, furnish this report to U. S. residents and
accept responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U. S. person wishing to effect transactions in any security
discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd. TO U. K. RESIDENTS: The contents hereof are not directed at investors
located in the U. K., other than persons described in Part VI of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001.

™ - “BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.

PAGE 2 BMO 9 Capital Markets



