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ECON 318: Canadian Economic Policy & Institutions  2014-2015
Notes for Lectures – 021
Money, Banking, and Monetary Policy
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Real Money Balances





A.  MONEY AND BANKING

	· Money is vital to the working of the market economy
· The value of money depends on the confidence of those who use it



The Functions of Money

1) Medium of Exchange (Means of Payment)
2) Store of Value
3) Unit of Account
4) Standard of Deferred Payments
The Canadian Banking System 

As every other modern banking system, it is made up of:

· A central bank, the Bank of Canada, that is government-owned and government-operated, and

· Financial intermediaries that are privately owned and operated

· FI are banks and other institutions (near banks) that link those who have funds to lend and those who need to borrow
Basic Functions of the Bank of Canada (BOC)
Banker to the Commercial Banks

· It accepts deposits from commercial banks, called “reserves”
· It transfers deposits from one commercial bank to another, thus “settling” their accounts
· It acts as a “lender of last resort” in case a bank is running short of cash, ensuring stability in the financial system
Banker to the Government

· It accepts deposits from the government (chequing deposits)
· Issues cheques for pensions and unemployment benefits drawn on Government deposits
· Buys securities from the government (short-term Treasury Bills and long term Government Bonds) that are issued for cash to commercial banks, the BOC, and portfolio managers
Regulator of Money Supply

· The most important function of a central bank is to regulate the Money Supply (Currency + Private Deposits in Comm. Banks)

· By altering the levels of its assets and liabilities, the BoC can alter the Money Supply 

· The bank notes issued by the Bank of Canada are backed by nothing other than its holdings of government debt and a small amount of gold and foreign currency.

Regulator and Supporter of Financial Markets

· It regulates and oversees the financial institutions to ensure that they do not engage in risky ventures in order that people do not lose confidence in the stability of the financial system.
· It is prepared to act as a “lender of last resort” in case a bank is running short of cash, to avoid upheavals in financial markets from panics that could result in bank failures
Liquidity
· Liquidity refers to two things:
a. The availability of cash in the system.

b. The easiness, speed, and certainty with which an asset is convertible into a medium of exchange (cash) at a known price. with the intermediation of financial institutions
· Banks create liquidity through lending
The Monetary Base

· The central bank has a monopoly over the printing of money

· Monetary Base is the stock of high-powered money made of notes and coins available in the economy that is used as reserves by the banks (kept in their drawers or as deposits with the central bank) or held by the public for transactions

How Banks “Create” Money

· Four key conditions give the banks the ability to “create” money

a. Depositors are willing to hold and use bank deposits as a store of value or to make payments

· If the public does not deposit its cash with the banks, there is no banking industry

· This condition is defined as the currency ratio
b. The public is willing to borrow from banks to finance expenditures or assets purchases
c. Banks are willing to keep only fractional reserves of their deposits

· If the banks do not want to keep fractional but the whole deposits as reserves, then they are just safety deposit boxes

· This condition is defined as the reserve ratio
d. Banks are willing to accept the risk involved in lending out to the public
· Because of fractional holdings, an injection of new deposits in the banking system will create a much larger volume of deposits that will be a multiple of the original amount. Thus,

· through lending, banks actually create money, and

· through loan repayment, banks actually destroy money
· The size of the actual money multiplier depends on

· The currency ratio CR (or currency drain ratio), which is the amount of cash that does not return to the banking system, expressed as a proportion of deposits (cash that remains in circulation) – the larger the drain the smaller the size of the multiplier
· The banks’ reserve ratio RR, which is the proportion of deposits that is kept in cash by the banks to face withdrawals – the lower the reserve ratio the higher the multiplier
· Between 1992-1994 required reserve ratios were eliminated in Canada, and it is left up to the banks’ strategies to establish their desired reserve ratio
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The Money Supply and the Money Multiplier

· Money Supply is the amount of cash outside banks and the bank deposits

· Money Multiplier shows the change in the Money Supply brought by a change in the Monetary Base

· R = rr*D





Bank Reserves
C = cr*D





Cash held by the public
H = C + R  = (rr + cr)*D



Monetary Base
M = C + D = (cr*D + D) = (1 + cr)*D

Money Supply
M / H = (1 + cr) / (rr + cr)



Money Multiplier
· For as long as rr < 1, Money Multiplier > 1

· In Canada, in February 2014,
Monetary Base (MB) = $71.1 billion

Money Supply (MS) = $662.1 billion

Money Multiplier (MM)= (MS / MB) = 9.3

Reserve Ratio (rr)= 1.8%

Cash Ratio (cr) = 10%
· An increase in Monetary Base by $1 will result in an increase in the Money Supply by $9.31
· The size of cr depends on institutional factors, available technology of payments (cheques or otherwise, credit cards, debit cards), extent of tax evasion, etc.

· The size of rr depends on interest rate spreads (willingness by banks to lend), predictability of cash withdrawals, lending opportunities, etc.

Measures of the Money Supply

· Money Supply function is given by M = [(1 + cr) / (rr + cr)] * H  and is shown as a vertical line
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· If (rr) and (cr) are constant,  by controlling the Monetary Base, the central bank has the power to change money supply and other financial conditions in the economy

· Changes in money supply determine the terms on which loans are available from the banks and bear impact on aggregate expenditure and aggregate demand

· There are several economic definitions of Money Supply each one including currency plus some type of deposits
	Definitions of the Money Supply
· M1 or narrow money  (Medium of Exchange function)
Currency in circulation (held outside banks), + Privately held demand deposits at chart. banks
· M2 or broad money  (Medium of Exchange + Store of Value functions)
M1, + Personal savings and fixed-term deposits and Non-personal chequable notice deposits held at chartered banks

· M3 or all near monies 

M2, + Non-personal term deposits and deposits in foreign currency that are held at ch. banks

· M1+ and M2+

Variations of M1 and M2 referring to other types of deposits as well as those held in other financial institutions

Each successive measure of the money supply above is larger and less liquid than the preceding one.




· As part of a plan to reduce counterfeiting and modernize Canadian currency, the BoC introduced new polymer banknotes since 2011 with increased security features and recyclability thus also helping in reducing the environmental footprint of the money printing industry
[image: image3.png]Table 8.1 The Money Supply in Canada in February 2014

( billons)
Monetary base M8 711
Currency in circulation CR 1528
MI8B = currency + chequable chartered bank deposits 662.1
M2:=M18 + notice and savings depositsin the banks ~ 1,249.50
M2+=M2+deposits at other financial institutions 1,606.90

Source: Statistics Canada, CANSIM Table 176-0025.





B.  THE MONEY MARKET

Three Reasons for Holding Money (Cash)
Money balances are one asset in a portfolio of assets

1) Transactions motive and transaction balances
Due to lack of synchronization between receipts and payments, the main reason for holding cash is to use it as medium of exchange, to undertake transactions while minimizing their cost.

2) Precautionary motive and precautionary balances
These are money balances held in order to protect against uncertainty of the timing of cash flows.  A rise in uncertainty / potential risk will cause an increase in precautionary balances

3) Asset (or Speculative) motive and speculative balances 

Anticipating an increase in interest rates, investors prefer to hold cash as a hedge to avoid losses from operations with securities – (inverse relationship between the interest rate and the price of bonds).

The decision by households and firms on the amount of money (cash) to hold is influenced by:

· The opportunity cost of holding money (interest rate)
Other things being equal, the higher the interest rate, the lower  the bond prices (possibility for bond prices to rise), the higher the opportunity cost of holding cash and the smaller the portion of wealth that people want to hold in the form of cash.  Buy bonds instead

· Real GDP (expenditure)  

The higher the real expenditure, the larger the quantity of money needed for transactions
· Prices  

Money is a nominal variable.  Therefore, the higher the prices, the higher the dollar value of a given volume of transactions, which leads to an increase in the quantity of money needed to carry same number of transactions

Money Demand Function

· Demand for money is a Demand for Real Cash Balances
· The money demand curve graphs the functional relationship between the quantity of real money demanded and interest rate
· It is also called “Liquidity preference”, as it reflects the public’s preference to hold wealth in the form of a more liquid asset (money), rather than a less liquid asset (bonds)

· It is a downward slopping curve, which denotes the inverse relationship between the demand for money and its price – the interest rate
· Changes in the interest are reflected as movements along the curve

· Changes in the level of real GDP, the price level, or financial innovation will shift the liquidity preference function 

· Demand for real cash balances
L = kY - hi
The Demand for Real Money Balances
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Money Market Equilibrium

· Demand for Money curve is a downward sloping, drawn for a given Y
· The Supply of Money curve is vertical, drawn for a given H and P(rices)
· The intersection of Demand for Money and Supply of Money determines the equilibrium interest rate that influences our success in moving our real GDP to its potential level Yp
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· When the market interest rate is set above its equilibrium level
· Bond prices are low and excess supply of cash in the hands of the public will be directed toward them, thereby raising their prices, which would result in lower interest rates.

· When the market interest rate is set below its equilibrium level
· Bond prices are high, appropriate for sale to satisfy excess demand for cash holdings, thereby reducing their prices, which would result in higher interest rates.

· The adjustments in the money market caused by changes in either the demand for or supply of money balances involve trades in bonds that change the bond prices and interest rates to maintain money market equilibrium
· Present value of an asset that yields a stream of future fixed payments is negatively related to the yield (discount) rate.
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Changes in Financial Market Equilibrium

· A shift in either the Money Supply or Money Demand changes equilibrium in the money market and the bond market and Interest rates move to restore equilibrium
· If BoC reduces the Monetary Base, the interest rate will rise
· If BoC increases the Monetary Base, the interest rate will drop
· If Real Income rises, Demand for cash will rise bidding interest rates up
· If Aggregate Demand drops, Demand for cash will fall pushing interest rates down
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C.  MONETARY POLICY:  DEFINITION AND APPLICATION

Monetary Policy is the control over the Money Supply

The Bank of Canada (our central bank) is responsible for Monetary Policy

	In short, the Bank of Canada
· has a monopoly control of the supply of cash (Monetary Base)
· can affect the financial markets (supply of money, short-term interest rates, and the exchange rate), through its control of the Monetary Base,
· can affect prices, output, and employment (via the Transmission Mechanism that links Monetary policy to Aggregate Demand)
· its fundamental purpose is to preserve the purchasing power of the currency (to control inflation) – currently works to maintain inflation at 2% (target range of 1% to 3%)



How Monetary Policy Works

· At the heart of Canada's monetary policy is the inflation-control target, which the Bank and the Canadian Gov’t jointly established in 1991 – with inflation measured as the year-over-year increase in the total consumer price index (CPI).

· The Bank of Canada carries out monetary policy through changes in its policy interest rate – the Target for the Overnight Rate. The process by which these changes feed through into the economy work through several channels to determine the level of total demand and spending and is called the "transmission mechanism of monetary policy”.
· A change in the policy rate influences the whole range of market interest rates set by financial institutions, and thus borrowing costs for consumers, homebuyers, and businesses, as well as the interest rate earned by savers on bank deposits, GICs, etc. In general, lower interest rates encourage people to save less and to borrow and spend more. Higher interest rates do the opposite.

· Changes in the policy rate can also influence the prices of assets, (bonds, stocks, and houses),  thus increasing or reducing household wealth, which in turn may encourage or discourage spending. 
· A drop (or rise) in the policy rate in Canada relative to other countries may also make Canadian-dollar assets less (or more) attractive to investors, and this may weaken (or strengthen) the exchange rate for the Canadian dollar.
· A lower value for the Canadian dollar would boost exports and restrain imports, and vice-versa 

· A reduction in interest rates should boost total demand for goods and services. But if demand is too strong and exceeds the economy's production capacity, this will push inflation consistently above target. Then the Bank will have to raise the policy rate to curb spending and return inflation to target.

· Canada's monetary policy functions symmetrically around the inflation target. In other words, the Bank is equally concerned about inflation rising above or falling below the target and will act to rein in or to boost demand in order to bring inflation down, or push it back up, to its 2 per cent target. 

· Monetary policy actions (changes in the policy rate) take time – between 18 and 24 months – to work their way through the economy and to have their full effect on inflation. For this reason, monetary policy must always be forward looking. This means that the policy rate has to be set based on the Bank's judgment about what inflation might be 18 to 24 months down the road, not what it is today. 

· The Bank reassesses the outlook for the economy and inflation and decides on its interest rate policy eight times a year. This exercise involves a careful examination of the economic evidence accumulated since the previous interest rate announcement. The lens through which the Bank assesses this information is always focused on the achievement of the inflation target. 

· A credible monetary policy based on a forward-looking framework of inflation targeting acts as an automatic stabilizer for economic activity. In this sense, inflation targeting helps the economy to avoid the painful boom-and-bust cycles and to absorb shocks more effectively.

Inflation Targets

The Bank of Canada has the responsibility for the monitoring of and acting upon inflation.  In its latest inflation target setting in November 2011, BOC and the Government of Canada renewed their objective for a 5-year period (until the end of 2016) as follows:

· Inflation refers to the Total Consumer Price Index.

· The Inflation target is set as a range of between 1% and 3%.

· Monetary policy is aiming at keeping a 2% mid-point inflation within a 6-8 quarter period.

· The operational guide of the BOC is the Core Inflation, a variant of the total CPI that provides a better measure of the underlying trend and is a better predictor of future changes in total CPI.

· Core Inflation excludes the following items that exhibit high volatility:

Fruits, Vegetables, Gasoline, Fuel Oil, Natural Gas, Tobacco Products, Inter-city travel, Mortgage rates, Indirect Taxes 

Weaknesses of the Consumer Price Index (CPI)

According to the Bank of Canada, the Consumer Price Index (CPI) is considered to overstate the true measure of the cost of living by an estimated 0.6% (1% in the U.S.). This is because

· The CPI uses fixed weights.  Therefore, it suffers from substitution bias in favor of the goods whose prices have increased, in spite of the fact that such products would be replaced by substitutes.

· It is average-family focused, (it may overstate the changes in the cost of living of a specific family)
· It is biased against new goods (because of fixed basket of goods) and their price dropping impact.

· It is does not account for the quality of goods that might explain, at least in part, the price increase.

· It has a retail outlet bias, as the same outlets are used for price monitoring while ignoring super stores, in which case shifts by consumers to lower-priced retailers are not considered.
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Central Bank Operating Techniques

To control the Monetary Base and through it the Money Supply,

A.
Setting Reserve Requirements 

· Since 1994, Canada has no legal reserve requirements
·  Banks establish their own reserve ratios based on their profit motive, depending on their strategy and their evaluation of risks
B.
Conducting Open Market Operations 

· It refers to the purchase or sale of government securities (90-days Treasury Bills) by the Central Bank in the open market
· It is a very effective technique, as it affects the Monetary Base by removing from or pumping cash directly into the system.

· It also refers to purchase or sale of foreign exchange in the open market to support the exchange rate at a desired level.

· In both cases, OMO have a similar impact on commercial banks’ reserves and, thus the economic activity through a chain reaction on various economic magnitudes.

· Sale of securities – Contractionary Monetary Policy – creates tighter monetary and credit conditions, interest rates rise

· Purchase of securities – Expansionary Monetary Policy – loosens credit conditions, interest rates fall

· This technique is used to manage the LT growth of Monetary Base
C.
Setting the Bank Rate 

· Cdn Chartered Banks operate under a daily zero settlement balance requirement – at the day’s end, bank deposits at the BoC cannot be below zero (after withdrawals)
·  “Overnight loans” become necessary to a commercial bank, if it needs funds to cover net withdrawals at the end of the day, to ensure non-negative daily reserves
· “Overnight lending rate (OLR)” is what chartered banks and the other money market participants use to charge for borrowings of one-day funds from each other and is market-determined, depending on the demand and supply of excess reserves of banks
· The BOC establishes a range, the “operating band”, within which the actual OLR must fall.  The band is one-half of 1% wide (50 basis points) around its mid-point (target) 

· The BOC:

· Charges the “Bank Rate” (that is the upper limit of the overnight rate band) on LVTS advances to financial institutions, or

· Pays the lower limit of the band on any LVTS balances held overnight by financial institutions.

· The BOC’s commitments ensure that the OLR stays within the band.

· The Bank Rate changes are trend setting. By changing the Bank Rate, the central bank sends a clear signal about the direction in which it wants other interest rates to move.

· Since November 2000, the BOC follows a system of 8 fixed /pre-specified dates each year for announcing any changes to the official OLR that it uses to implement monetary policy along with a brief explanation of the conditions on which the rate–setting is based
Setting the Overnight Lending Rate
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Large Value Transfer System (LVTS)
· It is an electronic wire system that lets financial institutions and their customers send large payments securely in real time, with certainty that the payment will settle.
· It was launched in 1999 an is operated by the Canadian Payments Association
· Fourteen institutions currently take part directly in the LVTS, including the BoC.

· The LVTS processes Canada's large and time-sensitive payments, including Government of Canada payments. In dollar terms, the LVTS handles the vast majority of payment flows that take place every day

· The Bank of Canada is legally responsible for overseeing the safety of the LVTS, which helps to ensure that Canada's financial system is not put at risk.
· The BoC guarantees settlement of payments in the system in the extremely unlikely event that more than one participant fails during the LVTS operating day, and if the amount owed by the failing participants exceeds the value of collateral pledged to the BoC.
· The LVTS provides the setting in which the Bank of Canada conducts its monetary policy.
D.
Special Purchases and Sales
To maintain the OLR within the target band, the BoC intervenes in the market to cover shortages or remove surpluses that would push rates beyond the target
· Special Purchase and Resale Agreements (SPRA)
· A tool to inject cash into the system on a very short term basis
· BoC offers to buy Gov’t Securities from a few major financial institutions with an agreement to sell them back the next business day at a predetermined price
· The difference between purchase and resale prices determines the OLR
· Banks are willing to enter into these agreements with BoC because they provide cash at interest rates below what they would have to pay in the overnight market
· Sale and Repurchase Agreements (SRA)
· A tool to remove cash from the system overnight
· BoC offers Government Securities to a few major financial institutions with an agreement to buy them back the next business day at a predetermined price
· The difference between sale and repurchase prices determines the OLR
· Banks are willing to make the transaction with BoC because it offers them a return that is higher than they would otherwise get in the overnight market
· SPRA & SRA versus OMO for the infusion/removal of cash
· SPRA and SRA: transactions of ST nature between BoC and a few large FI
· OMO: transactions of a more lasting effect and involve BoC and the whole mkt
E.
Gov’t Deposit Switching (Cash Management)

· Gov’t holds deposits in commercial banks as well as the BoC
· The BoC has the authority to manage the distribution of deposits between central banks and the commercial banks
· By transferring government deposits in and out of commercial banks, the BoC can affect the reserves of the chartered banks and therefore the money supply
· A cheque against the govt’s deposits with the BOC deposited for the govt’s account with the commercial banks, causes an increase in the deposits of the chartered banks, which find themselves with excess reserves and try to lend out, thus effectively increasing the money supply
· A cheque from the govt’s deposits with the commercial banks to the govt’s account with the BOC, causes a decrease in the deposits of the chartered banks, which find themselves with less than their desired reserves and try to recuperate some funds by recalling loans, thus effectively decreasing the money supply.

· With the changes in technology, the effectiveness of this technique has today been reduced and more reliance is put on SPRA and SRA
· Today government deposits are auctioned to the banks 

Money Supply or the Interest Rate?
· The BoC cannot set the interest rate and the money supply independently
· If the BOC increases the money supply, it must accept the result of lower interest rate
· By controlling the Monetary Base through OMO, the BoC can control the Money Supply, assuming that “CR” and “RR” are stable and known
· If “CR” and “RR” fluctuate, the size of the Money Multiplier is difficult to predict and the Money Supply function is unstable
· Should the BoC control M1, M2, or other?  There are many different measures of the Money Supply and, with proliferating financial innovation, there is a lot of substitution between various types of bank assets that make the Money Demand “unstable”.  Therefore, the result of the manipulation of Money Supply cannot be accurately predicted 
· The BOC actually sets the interest rate, and then provides the necessary change in the money supply to support it 
· Easier to communicate its intentions to the market
· Easier to observe and respond to interest rate fluctuations rather than react to changes in monetary aggregates
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D.  OBJECTIVES (IMPACT) OF MONETARY POLICY
The Output Gap
· Potential output is the maximum level of goods and services an economy can produce on a sustained basis with existing resources (labour, capital equipment, and technological and entrepreneurial know-how) without generating inflation pressures. Economists also refer to potential output as trend output or the production capacity of the economy.

· The output gap is defined as the difference between the actual output of the economy and its potential output. 

· A positive output gap means that the economy is operating above its capacity to sustain that level of production owing to excess demand.
· A negative gap means that there is excess supply – that is to say, spare capacity or slack in the economy – due to weak demand.
· The output gap is an important variable for monetary policy as it is a key source of inflation pressures in the economy.

· When demand for goods and services presses against the economy's capacity to produce, this tends to put upward pressure on prices (when the rate of inflation consistenly comes in higher than expected, it is a sign that demand for output is pushing against the limits of capacity)
· When demand is weak, it tends to push prices down (when the rate of inflation consistently comes in lower than expected, it is a sign of weak demand and of spare or unused capacity).

· The Bank is equally concerned about too much or too little demand pushing inflation appreciably above or below the 2% target. So,
· When demand is expected to exceed potential down the road (positive output gap), the Bank will typically raise interest rates to cool down demand and inflation pressures.
· When demand is expected to fall short of potential (negative output gap), the Bank will lower interest rates to boost demand and prevent inflation from falling below 2%.

· Measuring the output gap is no easy task because, unlike actual output, the level of potential output, and hence the output gap, cannot be observed directly, and so cannot be measured precisely. Potential output and the output gap can only be estimated:
· for example, potential output can be estimated as the product of trend labour input and trend labour productivity, which, however, is subject to considerable uncertainty, especially when the economy is coming out of a deep recession (2008-09), during which major structural changes often take place in many sectors of our economy (automotive and forestry industries) 
· Thus, BoC also considers several other indicators in order to get a better reading of the overall degree of capacity pressures in the economy. Among these are
· Employment
· Capacity utilization
· Labour shortages
· Average hours worked and average hourly earnings
· Money and credit growth, and
· Inflation relative to expectations
The Monetary Transmission Mechanism - Summary

· It is the mechanism by which changes in the supply and demand for money affect AD
· The transmission mechanism operates in three stages:

1. With prices constant, a change in money demand or supply changes the equilibrium nominal and real interest rates
Real Interest Rate = Nominal Interest rate – Rate of inflation
or
 r = i – π
2. The change in real interest rate
a) Causes changes in Wealth, and the cost/availability of credit, which both affect Consumption expenditure
b) Causes changes in planned Investment expenditure in capital equipment and inventories through the changes in the cost/availability of credit
3. The change in nominal interest rate causes changes in the exchange rate, which changes the price competitiveness (profitability of trade in goods and services
· The impact of a change in interest rates from the financial markets is transmitted through changes in Consumption, Investment, and Net Exports to the Aggregate Demand

· A drop in interest rate leads to a rightward shift in AD (increase in income) through an increase in Consumption, Investment, and Net Exports
· An increase in interest rate leads to a leftward shift in AD (fall in income) through a decrease in Consumption, Investment, and Net Exports

Impact of Financial Markets on Consumption Expenditure

· An increase in the value of financial assets increases real wealth

· Value of financial assets rises when interest rate falls (capital gains)

· An increase in real wealth increases the value of assets that can be put as collateral to obtain more credit (loans)

· An increase in Money Supply, with fixed prices in the short run, increases wealth held in cash

· An increase in Money Supply through an increase in Monetary Base leads to more loans given out, pushes interest rates down, thus reducing the cost of financing for big ticket items

· Result:  Consumption increases
Impact of Financial Markets on Investment Expenditure

· Investment is undertaken when prospective profits outweigh costs

· A drop in interest rates reduces the cost of financing (internal or external through bank loans) and increases the profit margin of investment projects

· Cost of financing is important to consider in case of investment in inventories because of (a) betting on price changes, (b) the delays of the production process, and (c) the desire to smooth costly adjustments in output levels in order to provide immediate supply to customers

· Investment is an inverse function of the real interest rate

· The larger the influence of the cost of financing the flatter the curve

· Profit expectations and business confidence shift the curve

Impact of Financial Markets on Net Exports

· Interest rate movements affect the decision of international holders of Canadian bonds to keep or dump them, thus shifting money in and out of Canada, which affects the exchange rate and subsequently Export and Import volumes

The Monetary Transmission Mechanism Schema
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Extent of the Impact of Changes in Financial Markets
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· Monetarist View (i) versus Keynesian View (ii)
· The extent of the impact of a change in interest rate onto Aggregate Demand depends on the sensitivity (slopes) of

· The Demand for real balances (real demand for money), and

· The Aggregate Expenditure to interest rate

Monetary policy Rules
How are the policy decisions about changes in interest rates are made?

· Two objectives
· Output Stability

· Price Stability

· Two variables are considered
· Expected output relative to potential output

· Expected Inflation relative to the BoC’s inflation target

The Strength of Monetary Forces
Long-Run Neutrality of Money
· Money is neutral in the long run (it cannot increase potential output and/or reduce unemployment below its full employment level)
· The Classical Dichotomy refers to the view that changes in money supply affect only the price level, but do not affect real variables 
Short-Run Non-Neutrality of Money

· For a given AS curve, a change in the money supply will shift the AD curve thus affecting real GDP and the price level 
Different Foreign Exchange Regimes & Monetary Policy

· The exchange rate is the price of one national currency, such as the Canadian dollar, expressed in terms of another currency, for example, the U.S. dollar, or a basket of currencies. 
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· The external value of the currency is particularly relevant for an open, trade-dependent economy like Canada as it affects the prices and the volume of goods and services exported and imported.
· A rise or fall in the external value of the Canadian dollar will make Canadian goods and services less or more expensive for foreign buyers, which will tend to boost or hold back foreign demand for Canadian products.
· Movements up or down in the Canadian dollar relative to other currencies will also make imported goods more or less affordable, thus increasing or reducing the volume of imports.
· Canada has a flexible exchange rate system because
· We have a target for inflation that aims to preserve the domestic value of the Canadian dollar, we cannot also have a target for its external value. 
· A floating Canadian dollar that rises and falls with sharp movements in commodity prices acts as a “shock absorber”, helping the economy adjust with less overall loss in output and employment than if the exchange rate did not move
· A floating Cdn dollar implies independent monetary policy for Canada.
· Since there is no fixed value for our currency in terms of any other currency, the exchange rate is determined by the demand for and supply of Canadian dollars in the foreign exchange market
· Because the bulk of our foreign trade (exports and imports) is still with the United States, the focus of attention is the Canada-U.S. exchange rate. But when it comes to exports, Canada competes with other countries for a share of the U.S. market. So the exchange rates of those currencies matter too.
Factors Affecting the Value of the Canadian Currency
Movements in the Canadian dollar reflect the interaction of various domestic and external factors, any one of which may play a dominant role at different points in time. Among these are:

External factors of long-term impact on the value of the currency (main driver):

· The world prices for commodities:  Canada is a net exporter of raw materials compared with other countries. Therefore, rising commodity prices will cause our dollar to appreciate against other currencies (especially the U.S. dollar).

Internal factors of long-term impact on the value of the currency (within Canada’s control):

· Relative economic performance:  Stronger demand for Canadian products (from domestic and external sources) will tend to underpin the currency.  

· Relative inflation rates:  If Canada’s inflation rate is persistently higher than that of the United States, the expectation will be that the Canadian currency will tend to depreciate, everything else being equal, in order to maintain the competitiveness of our exports in U.S. markets. 

· Canada’s productivity record relative to other countries, particularly the United States. Rising productivity supports steady, non-inflationary economic growth and higher living standards, while also preserving a country’s competitiveness. Thus, a good relative productivity record would underpin the currency; a poor one would take away from its value.

· The size of Canada’s public debt relative to that of the United States, as well as Canadian tax policies and incentives to work, save, and invest compared to those of other countries can work in favour of, or against, the Canadian dollar – a smaller public debt (as a share of GDP) in Canada compared with the United States, would work in favour of our currency. 
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Factors of short-term impact on the value of the currency:

· Relative interest rates:  Higher interest rates in Canada would attract investors in Canadian-dollar assets, boosting the value of the Canadian currency. But if Canadian inflation is higher than elsewhere, investors might be less keen about investing in Canada, fearing that inflation would erode their value. 

· Trade and current account balances:  A surplus in Canada’s balance of international payments means that foreigners are buying more Canadian goods and services than Canada is buying from them. To settle their purchases, they will have to buy Canadian dollars, thus boosting the value of our currency.
· Short-term capital flows:  International money flowing into Canada raises the value of the Canadian dollar; domestic money flowing out has the opposite effect. At times of global turbulence, international capital seeks safe haven, usually in the United States, leading to an appreciation of the U.S. dollar against major currencies, including the Canadian dollar.

· Domestic political turmoil can have a dampening effect on the external value of our currency.

Intervention in the Foreign Exchange Market
· Although there is no target value for the Canadian dollar, the BoC is not indifferent to persistent currency movements, up or down, and takes into account their effect, together with that of other domestic and external factors, on total demand and inflation in Canada.

· Currency markets can be volatile, and the Bank of Canada may intervene in the foreign exchange markets on behalf of the federal government to counter disruptive short-term movements in the Canadian dollar. Any such action is governed by an intervention policy, which is established by the government in close consultation with the Bank of Canada.

· Until September 1998, Canada intervened systematically in the foreign exchange market to resist significant upward or downward pressure on the Canadian dollar.  Since then, the policy was changed as intervention is ineffective when forex changes are caused by fundamental factors.
· Canada's current policy is to intervene in foreign exchange markets on a discretionary, rather than a systematic, basis and only in the most exceptional of circumstances.

The Mechanics of Foreign Exchange Intervention

· Foreign exchange market intervention is conducted using the government's holdings of foreign currencies in the Exchange Fund Account (the Fund holds foreign reserves, such as U.S. dollars, Japanese yen, European euros, as well as other assets like Special Drawing Rights (SDRs) with the International Monetary Fund (IMF), and gold)
· If the government and the Bank want to moderate a decline in the relative price of the Canadian dollar, the BoC will buy Cdn dollars in forex markets in exchange for other currencies, mainly U.S. dollars, which come from the Exchange Fund Account. This boosts demand for Cdn dollars and helps support the dollar's value.
· To make sure that the Bank's purchases do not take money out of circulation and create a shortage of Canadian dollars, which could put upward pressure on Canadian interest rates, the BoC "sterilizes" its purchases by re-depositing the same amount of Canadian-dollar balances in the financial system (buying securities).
· If the government and the Bank want to slow the currency's appreciation, the Bank could sell Cdn dollars from its Canadian-dollar cash balances and purchase other currencies that are added to the Exchange Fund Account. By selling Canadian dollars, the BoC increases the supply of Cdn dollars in forex markets, which provides some resistance to the upward movement in the currency.
· To "sterilize" the effect of the Bank's sales of Canadian dollars (and prevent downward pressure on Canadian interest rates), the same amount of Canadian-dollar balances are withdrawn from the financial system (selling securities). 

Interaction between Monetary and Fiscal Policy

· Both Fiscal and Monetary Policies aim at changing the AD

· The two policies are not interchangeable

· They affect AD through different routes

· They have different implications for the composition of AD

· They may come into conflict or reinforce each other

· Their mix is very important

Monetary and Fiscal Policy Mix

· Easy (Expansionary) Fiscal Policy – Easy Monetary Policy

· The result is highly expansionary
· Tight (Contractionary) Fiscal Policy – Tight Monetary Policy

· The result is highly restrictive
· Focus of Fiscal Policy is on lowering the public debt ratio

· Focus of Monetary Policy is on curbing inflation

· The two policies do not help each other, as AD reduction, because of tight Monetary Policy, does not help in raising taxes

· Easy (Expansionary) Fiscal Policy – Tight Monetary Policy

· High Government spending and/or lower taxes result in structural budget deficits

· Monetary policy needs to be tight (fixed or reduced money supply with high interest rates) to keep output at Yp
· Government increases its share in total expenditure

· Some of private sector expenditure is “crowded out” because of higher interest rates
· Tight (Contractionary) Fiscal Policy – Easy Monetary Policy

· Central bank sets a lower interest rate, which supports higher private sector spending

· It causes a “crowding in” effect thanks to lower interest rates and a lower dollar value (No “crowding out” effect of private expenditure)
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