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ECON 318: Canadian Economic Policy & Institutions  2014-2015
Notes for Lecture -- 022
FISCAL & MONETARY POLICIES FOR EXCEPTIONAL TIMES

Chronology of major events in the last 5 years
· Strong economic growth continued from 2005 to the summer of 2007
· High energy and commodity prices had caused a substantial increase in the value of the Canadian dollar relative to the U.S. dollar
· The strength of economic growth performance shifted from the central to the western provinces
· Strong federal government finances continued the string of budget surpluses (thus continuing the decline in the debt ratio toward the 25% objective), which prompted the government to reduce taxes, thus adding some unnecessary stimulus 
· Due to positive output gap, BoC had raised the OLR to 4.25%
· In August of 2007 concerns emerged about financial problems originating in the US sub-prime mortgage market
· The high value of the Canadian dollar and the collapsing housing sector in the U.S. caused difficult times for Canadian manufacturers who were counting on export markets

· Exports sales declined in Q4/2007 and Q1/2008

· Real GDP declined in Q1/2008

· In 2008 U.S. economic performance had weakened substantially due to weak consumer spending leading to a global slowdown, conditions were uncertain
· Inflation increased in Q1-Q3 of 2008, due to the high cost of energy, until falling demand and output precipitated a collapse in commodity prices after their peak in the summer of 2008
· A series of failures on near-failures of large financial institutions in the US in 4th quarter of 2008 led the most severe financial crisis since 1930s and to an acute and broad-based loss of confidence
· Wholesale funding markets came to standstill and most bank-funding markets ceased to function at terms longer than overnight or a week at most (in Canada)

· Equity markets experienced steep declines

· Foreign exchange volatility increased

The 2008-09 Recession in Canada
· The slowdown that started in Q4/2007 persisted in the first three quarters of 2008 until the recession hit in the Q4/2008

· By early 2009, the recession was well underway in Canada

· Unemployment rose by 2 percentage points

· The government responded with monetary stimulus by mid 2008 but fiscal stimulus was delayed 

· In its November 2008 Fiscal Statement, the government was still planning for a balanced budget over the following five fiscal years

· However, in its budget of January 2009, the government brought fiscal stimulus that projected deficits in excess of $30 billion for 2009-2010 and 2010-2011

Origins of the Economic Crisis – ABCP
The American Roots of the Problem

· The world financial crisis appeared to be related to the housing bubble that started in the American residential market in the late 1990s.
· From the beginning of 2000 to the first quarter of 2006 home prices in the U.S. increased by 11% annually.  Then the bubble burst and by the third quarter of 2008 home prices had dropped by 21%.

· In addition, the Fed had increased its money supply from 2000 through 2003, which led to short-term interest rates as low as 1% in 2003. 

· The crisis started in the summer of 2007 in the American residential mortgage market.
· This market was encumbered by a large number of government interventions and distortions forcing financial institutions to relax mortgage underwriting standards so as to fight alleged discrimination.
· Banks were threatened with sanctions if they did not maintain a good CRA rating (Equal Credit Opportunity Act) and were sometimes sued by the federal government
· Thus, subprime mortgages were offered to individuals with insufficient incomes, poor credit rating, and very low if not zero down payments.
· Adjustable rate mortgages, which are especially enticing when property prices are rising, also contributed and even more powerfully to the crash.

· Mortgage lenders did not worry about what would happen when the house prices stopped increasing and payment defaults jumped.
· They did not keep the mortgages on their books as interest-bearing assets but instead packaged them into securities sold to investors (ABCP).
· These securities were paying higher than prevailing returns in a low interest rate environment

· Furthermore, the buyers of these securities considered them safe because the underlying mortgages benefited from explicit or implicit guarantees from the US federal government. The government-sponsored enterprises (GSEs), Fannie Mae, born in 1938, and Freddie Mac, created in 1970, played a crucial role in government guarantees of subprime mortgages.  
· These housing policies increased the proportion of homeowners among American households from 64% in early 1990s to 69% in 2004.  This contributed to the housing bubble that started in the late 1990s.  Falling interest rates from 2000 to 2004 further fuelled the bubble.

· Housing prices peaked in 2006, partly because of the return of high interest rates that hurt especially those with variable interest rate mortgages, when the bubble burst.  Mortgage owners who had put in little cash found their mortgages worth more than their houses, and some simply walked away.  The consequent decline in value of mortgage loans & securities reverberated through the financial system
The Canadian Experience
ABCP (Asset Backed Commercial Paper)

· Typically, a bank packages a collection of mortgages, credit card balances, or lines of credit into an ABCP that matures in 30 days. - The lender sells ABCP for a fee to an intermediary that assumes all the risk associated with the underlying assets. - The intermediary sells pieces of the ABCP to investors, including pension funds or corporations or individuals. - Investors are paid interest and assume there will be a buyer for their piece of the ABCP after 30 days. - For a fee, the bank supplies funds to buy the ABCP if there are no other buyers.

· In Canada, ABCP is issued by two groups: (i) banks, and (ii) third parties (non-banks) or investment banks. The restructuring of the ABCP market in Canada involved paper issued by third parties totaling approximately $US 32 billion.
· These third parties, also known as ‘Sponsors’, would create trusts or ‘Conduits’ to make ABCP available to inventors at attractive interest rates (higher than the rates of corporate bonds or treasury bills). The Sponsor would arrange for the purchase of the assets held in the Conduit and promote the sale and distribution of the ABCP issued by the Conduit. The money generated from the sale of notes is used to purchase assets to be held by the trustees of the Conduits. The indenture limits the repayment under each note to the assets held by the trust for that series of notes.

· ABCP typically has a short term maturity date (usually between 30 and 90 days) but the underlying assets have longer maturity dates. In Canada, much of the ABCP is backed by traditionally reliable assets, such as credit card receivables, auto loans, and conventional mortgages. The value of each note is directly connected to the value of the underlying asset.
· When the paper matures, the Conduits are required to have sufficient funds to satisfy the investors. The fact that the maturity of the notes and the underlying assets are mismatched did not hinder the ABCP market initially. Many investors did not require repayment of the paper on maturity and instead, reinvested or ‘rolled’ their ABCP on maturity. Funds were also generated by the Conduits by issuing new tranches of ABCP, the proceeds of which were used to pay the holders of the maturing paper when required.

· In order to provide additional security for investors, many of the trustees of the Conduits entered into arrangements with liquidity providers in respect of certain series of notes. These arrangements were typically made with third party lenders who agreed to provide funding to repay maturing ABCP note-holders in case of a ‘market disruption’.
The faulty Canadian rules

· Typically, ABCP products also involve liquidity support from a supplier, usually a major bank.  This is simply an agreement to buy the ABCP in the event of a disruption to the market.  However, the Canadian definition of disruption to the market was much narrower than elsewhere. Thus, in Canada, liquidity suppliers did not have to provide funding except in catastrophic circumstances.  Also the Canadian banking regulator, unlike regulators in other countries, did not ask the liquidity supplier -- the bank -- to set aside any capital, so they could use it to grow other lines of business.

· Because of these rules, the Canadian ABCP market attracted a flood of foreign financial institutions such as Barclays Bank and Deutsche Bank, who exploited the gaps in the Canadian ABCP rules to make big profits at lower risk to themselves, sources said.  “They were effectively able to earn fees from supplying liquidity without ever having to supply the liquidity or set aside capital”.
· The Canadian ABCP market had grown out of proportion in this country partly thanks to Canadian rules that were not as tough as elsewhere doubling between 2000 and 2007 to $120-billion.  ABCP growth outstripped traditional loan growth, and well above the pace of U.S. ABCP market growth.

· In addition, Canadian debt rating agency Dominion Bond Rating Service gave a rating to Canadian ABCP even though other rating agencies such as Moody's and Standard & Poors shied away from doing so.  By June 2007, Canada's ABCP market was about 10% of the size of the market in the United States, although the overall U.S. financial system is proportionately far larger than Canada's.

The trigger

As a result of the subprime mortgage collapse in the United States, many Canadian investors began to question the liquidity and value of the assets backing their commercial paper. The lack of transparency resulted, in part, because of the fact that the assets underlying the paper were purchased contemporaneously with the sale of the paper itself. Due to this lack of transparency, investors assumed the worst and stopped buying and reinvesting in ABCP.
Conduits were thus unable to further generate funds, which subsequently resulted in a lack of available funds to repay maturing ABCP.  Many Conduits looked to the Liquidity Providers to fund the shortfall. The Liquidity Providers, in response, advised the non-bank Sponsors that a ‘market disruption’ had not occurred and that the terms for provision of liquidity had not, therefore, been met. As a result, they refused to cover the shortfall.  The non-bank ABCP market instantly became insolvent.

Burst of the bubble

When concerns surfaced in August 2007 about the underlying assets in ABCP some owners of ABCP were caught off guard. Owners of ABCP were under the belief that they could convert it to cash or another similar product at the end of 30 or 60 days but instead were left holding the product.

Canadian investment bank Coventree Capital Inc. became one of the first major victims of the global credit crunch when it was unable to trade the ABCP it was holding because of the general seizing up of credit markets around the world.

The rescue efforts

Following Coventree's collapse, Canadian non-bank owners of $40-billion of troubled asset-backed commercial paper -- pension funds and corporate treasury departments -- were forced into an unprecedented joining-of-forces in order to try to salvage their holdings.  The Caisse de dépôt et placement turned out to be the biggest ABCP holder with C$13 billion tied up.  Under the agreement, known as the “Montreal Proposal”, the investors and financial institutions undertook not to put the conduits (the trusts) in default in order to avoid an unwinding of the credit protection and a forced sale of the debt and the underlying financial assets (the “standstill period”).
A Pan-Canadian Investors Committee consisting of the participants in the Montreal Proposal and other big investors was formed headed by Purdy Crawford to oversee the restructuring process.
If the Montreal Accord did not result in a long-term agreement on how to resolve the issues in Canada's non-bank ABCP market, there could be a carryover effect on the demand generally for ABCP.
A final restructuring agreement was concluded in December 2008 and court approved and put into action in January 2009.  Under the current deal, investors who had bought less than $1 million in ABC paper would get a refund from the brokerage firms that initially sold them the financial vehicle.

The National Bank of Canada, the Caisse de dépôt et placement du Québec and some other larger players would have the original ABCP notes of all classes/kinds converted to approximately 157 different classes of notes the bulk of which mature at the end of 2016. These notes have been rated by the Dominion Bond Rating Service between A to top-rated AAA.  However, there is no secondary market for the new notes yet.  Thus, a seller, at present, would likely get between 25 cents and 50 cents on the dollar for most of them.

The ABCP market collapse effectively removed hundreds of billions of dollars of assets from financial institutions in North America. The loss of these assets essentially prevented financial institutions from borrowing money at the same interest rate, or in the same quantity, as they did before.
In the U.S., banks that had chosen to inject an inordinate portion of their investment capital into ABCP assets found themselves unable to meet their own debt obligations to other financial institutions, and soon
· either sought protection from their creditors under the U.S. Bankruptcy Code Ch-7 and Ch-11

· or were gobbled up by their creditors
· or were rescued by large cash injections by the U.S. government.

In Canada, on the other hand, through a negotiated consensus among all stakeholders we managed to reach an agreement which ultimately was incorporated into a court order. Thus, the fallout in Canada from this market failure was relatively mild.  This has now been celebrated as the “Canadian approach” to this crisis.

The Aftermath

The following developments have occurred since then:
a. The Investment Industry Regulatory Organization of Canada (IIROC), the self-regulator that oversees all investment dealers and trading activities in Canada, issued a report as to the manner, process and role that investment dealers played in the ABCP freeze-up and it clearly pointed a finger at its own dealer members in contributing and assisting in the ABCP crisis
b. An expert panel on securities regulation in Canada was struck and a report was delivered to the Minister of Finance by Thomas Hockin, Chair of the expert panel. The “Hockin Report” recommended 
· the establishment of a National Canadian Securities Commission to have control over all capital markets, and
· the regulation of exchange-traded and over-the-counter derivatives.
The National Securities Regulator

The creation of a National Securities Regulator, although discussed since the 1960s,  represents a recommendation of the Hockin Report in the aftermath of the great financial crisis.

According to the Canadian constitution, securities regulation is a provincial matter, which means that, Canada has presently a fragmented securities regulation system of capital markets with 13 different securities commissions.  However, these commissions, with the exception of Ontario, belong to the so-called passport system by which the approval of one commission essentially allows for registration in another province.

The recommendation of creating a single securities commission is today being pursued by the federal government but it meets a strong resistance from the provinces (especially Alberta and Quebec) who feel that this is another federal intrusion to areas of provincial jurisdiction and therefore unconstitutional.
The banking sector and the Investment Industry Association of Canada are in favour of a single securities commission.  In addition, four provinces, namely Ontario, British Columbia, Saskatchewan and New Brunswick together representing about 3/4 of Canadian listed companies with a market capitalization of 53% of the total have agreed to join forces in the creation of the new office to be in operation in September 2015.
Supporters of the idea expect that the rest of the provinces will also join, since there is too much efficiency to be gained by getting in.

In December 2011, the Supreme Court of Canada, responding to the Federal government’s intention to create a single capital markets regulator based on the fact that it has a constitutional power over trade and commerce, ruled against it as unconstitutional overstepping its boundaries established by law.  However, while the Court sided with the provinces on the main question of jurisdiction, it left the door open to federal-provincial co-operation, recognizing the federal jurisdiction over such matters as systemic risk.

The provincial concerns are centered on the following issues;

· the new regulator would be dominated by Central Canadian concerns ignoring the concerns of small- and medium-sized business to raise capital that only a provincially based regulator can address

· the executive head office is to be located in Toronto along with the chief regulator and a national management team, thus having Toronto enjoying all economic spinoffs.
· companies and residents in smaller provinces would not enjoy the same easy access to regulators they had when having capital markets regulated from home
To address the regions-vs-center issue, four deputy chief regulators are already planned for B.C., and Ontario as well as Quebec and Alberta should the latter two provinces sign on to the deal. To those, two additional regional deputy chief regulators were added who would be initially located in New Brunswick and Saskatchewan.  The agreement also leaves the door open to locating related offices to various provinces.

Quebec has said the common regulator would be of no real benefit for that province. “A national securities regulator, whether co-operative or not, with decision makers headquartered in Toronto, could not be as attentive to businesses based in Quebec. The current system gives regulators flexibility and autonomy for reflecting upon major public policy issues. It is important to maintain this autonomy.”
The Federal Government’s Economic Action Plan – Budget 2009
In the government’s words …“Budget 2009, Chapter 3a, Overview”,
“These are extraordinary times for the global economy and they call for extraordinary global measures. The global economy is in the most synchronized recession in the post-war period fuelled in part by the worst financial market crisis since the 1930s. The Government has developed an Economic Action Plan to boost confidence and economic growth and support Canadians during this period of economic weakness”.

The Government’s Economic Action Plan, one of the most comprehensive stimulus packages in the world, had a total value of $46.5 billion for the fiscal years 2009/10 and 2010/11 and comprised five main elements:

· Improving Access to Financing and Strengthening Canada’s Financial System. 
· Action to Help Canadians and Stimulate Spending. 
· Action to Stimulate Housing Construction. 
· Immediate Action to Build Infrastructure.
· Action to Support Businesses and Communities. 
Response of the Bank of Canada  

Dropping interest rates

The instrument of monetary policy is the setting of the BOC’s policy interest rate.  Changes in the interest rate can affect the output gaps via the transmission mechanism and restore economic stability

· The BoC dropped the OLR rate from 4.25% at the end of 2007 to 1.5% at the end of 2008 and eventually to the level of 0.25% (April 21, 2009) which is also the lower bound of the rate
· Subdued inflation, weakness in the US, and tight credit conditions facilitated the decision for the successive drops in the overnight rate

· The BoC also committed to hold the target rate at that low level until the second quarter of 2010, unless inflation increased dramatically (above its target level of 2%)
· Low OLR was not enough to stimulate borrowing and expenditure, because
· Banks and other lenders were concerned about the increased risks of losses on their current lending and the risks involved in new lending.

· They had suffered losses on previous purchases of asset backed commercial paper and observed rising rates of bankruptcies

· In essence, credit had dried up
Providing liquidity to the markets
Liquidity is vital to well-functioning financial markets

· Nominal interest rates cannot go below 0.  Thus, when the overnight rate is 0.25% there is not much room left for more monetary policy stimulus and other means should be considered to this effect
· If the BOC had brought overnight rate to 0 that would eliminate the incentive for lenders and borrowers to transact in the markets, especially the repo market, since the zero OLR would imply that the purchase and resale prices (or sale and repurchase prices) are equal.
· When the overnight rate is 0.25% it does not mean that other interest rates such as longer-term market rates (mortgages) and lending rates that are set by banks are as low.  These are the rates at which consumers and businesses borrow and which affect spending decisions.  The objective of the BoC’s policy is (through a downward pressure on lending rates) to improve the availability of credit
· To preserve the effective functioning of the market in a low-interest environment, the BOC set an effective lower bound (ELB) for the OLR and is pegging the deposit rate at the OLR target

· To achieve the inflation target at the ELB environment, the BOC has used three main instruments
a. Moral suasion:  An increase in communications with financial market participants to emphasize the central bank’s longer-term support for markets and its actions to promote stability such as credible conditional commitment to keep interest rates close to ELB for longer periods than previously expected, which would help to keep bond yields low
· Banks were urged to maintain their lending operations

b. Quantitative easing:  Use of open market operations to buy government (high quality) securities through the creation of excess settlement balances, thus expanding BOC’s balance sheet to increase substantially the monetary base and cash positions of the banks 
· This action would help in boosting the prices of financial assets and keep yields low, encourage LVTS to acquire assets and/or expand credit facilities to households and businesses
· It is measured by the impact on the quantity of bank reserves
c. Credit or Qualitative easing:  It refers to direct lending or purchase of private sector assets in markets that are important for the functioning of the system but have been temporarily impaired (which would stimulate credit flows and aggregate demand).  The financing would be done either with expanding the monetary base or by reducing (though cashing) the holdings of other assets (use of sterilized funds) 
· Essentially this increased the BOC’s balance sheet and changed the structure of central bank asset holdings toward a lower quality of assets that will be held by the central bank
· Providing liquidity directly to other key credit markets by buying highly rated commercial paper

· Buying longer-term securities, including mortgage-backed securities
· It is measured by the variety of loans and securities that the central bank willingly holds on its balance sheet
A purchase by the central bank of assets other than the typical short-term government bonds puts cash directly into specific markets rather than feeding it through banks and bank lending.  Both ways are intended to increase lending to business and households in times when very low, near zero, interest rates alone are not working

· Quantitative easing is measured by the impact on the quantity of bank reserves

· Credit easing is measured by the variety of loans and securities that the central bank willingly holds on its balance sheet.

d.  Forward guidance:  Disseminating information on the timing of future changes in the central bank’s interest rate setting

