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Interest Rates: How Consumer Spending Is Posing a Risk to The Economy

The spending habits of Canadian public is causing a high interest rate which effects the economy. In the textbook, it states that “A higher interest rate would encourage saving and discourage borrowing for investment” (Page #179). Once there are not a lot of investments, the room for economic growth decreases. Therefore, many commentators, including high officials of the bank of Canada are correct to blame the spending habits of the Canadian’s public for the high interest rates.

The certified general accountants of Canada show that the “Household debt is at an all-time high reaching $1.3 trillion in 2008 and the escalation of debt is primarily caused by consumption motives rather than asset accumulation” ("Where Has the Money Gone”). This is not good news for Canada because it negatively effects the economy. The accountants of Canada also state “One third of Canadians do not commit any resources to savings and deteriorating economic conditions have not yet had the usual effect of encouraging increased savings” ("Where Has the Money Gone). In the office of consumer affairs that is part of the Canadian government shows on their website that “Canadian households spent an average of $60 090 in 2002, an increase of about 20.4 percent from $49 907 in 1997. This is nearly double the 10.6-percent increase in the inflation rate over this period, as measured by the all-items CPI” ("Consumer Spending”).

[image: ../Desktop/Screen%20Shot%202016-02-21%20at%207.59.31%20PM.png]When consumers in Canada spend the majority of their money and save less, there is a decrease in supply for loanable funds. It is stated in the textbook “Saving is the source of the supply of loanable funds” (Page #178). That leads to the decrease in investments which leads to a decrease in the growth of the economy. It starts to form a vicious cycle which is when the budget increases interest rates, discourages investment, and slow economic growth. The slower growth leads to lower tax revenues, resulting in even higher budget deficits. This affects the nation’s development and the root cause is the spending habits of the Canadian public. It leads to the high interest rates which affects the economy in the long-run. In the supply and demand diagram, it illustrates the interest rates (y-axis) and demand for the loanable funds (x-axis). It shows the equilibrium which is the amount where the supply of loanable funds and the demand of loanable funds are balanced (5% interest rate and $120 billion loanable funds). Once the market is in equilibrium, it benefits the suppliers and the consumers in a win-win situation which occurs due to the “invisible hand”. Once interest rates increase above the equilibrium, it results as an incentive for people to save but leads the demand of loanable funds to decrease. Once interest rates are below the equilibrium, it results of the supply of loanable funds to decrease and the demand to increase. Hence, it is best for a nation if the market for loanable funds as in an equilibrium.
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 In table 1, it shows the decrease in the household savings percentage from the year 1981 till 2005. Since 1981 to 2005, the house hold saving decreased by 14.7. As Canadians begin to spend more year by year, this accordingly results in less savings. As savings decrease, the supply curve for loanable funds shifts to the left. Thus, this increase the equilibrium and increase the interest rate.

In the case of high interest rates, it lowers the investment incentives which affects the economic growth of the nation. In return, the spending habits of the public would need to reduce and the saving would need to increase in order for the economy to start improving. In order to do that, the government would need to address the issue to the citizens so that the issue could taken into consideration. The Commentaries and the high officials of the Bank of Canada are right and need to expose the fact that the public needs to stop spending and to start saving. 

Once the issue is taken in a serious matter, the citizens would eventually understand the threat they are causing to the nation by spending so much. This would lead people to start saving and increase investments that would help the growth rate of the economy in the nation. It would also help the country to get out of the vicious circle. Then the country household saving rate would start to increase in the future generation and help sustain the countries economic development.
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