ECON 318/4 – Sections C & D
Winter 2017
Instructor: George Tsoublekas

Major Topics for Review for Mid-Term 1
Introduction
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· Equating the 3 balances coming from the equality of Leakages & Injections

3 balances: 
1. Foreign trade balance = (X – IM)

2. Government budget balance = (NT – G)

3. Domestic private funding balance = (S – I)

· Equivalently: (X – IM) = (S – I) + (NT – G) 

· If S = I, then (X – IM) = (NT – G)

· Injections: I + G + X

· Leakages: IM + T + Sp (private savings)

 
· Solving the IS – LM Model
IS - LM model:
· Equilibrium output/income: Y = C + I + G + X – IM
· Money market equilibrium: MS = MD
Fiscal Policy
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· What is fiscal policy – Discretionary vs. Automatic – Graphic Presentation
· Fiscal Policy-the sum of spending and taxing policies

· Taxing affects disposable income, thus consumption, thus GDP

· Government purchases of goods and services

· Part of Desired Aggregate expenditure/affect GDP directly

· Personal transfer payments (employment insurance, welfare payments, pensions)

· Effectiveness based on multiplier size

· NET TAXES=Total Taxes- Personal Transfers
· Recessionary Gap- Gov. stimulates aggregate demand through expansionary policy

· Higher expenditure/Same taxes=higher economic activity (larger gov)/ increase deficit

· Cutting taxes/Spending unaffected=higher economic activity (smaller gov.)/increased deficit

· Higher spending and taxes = higher economic activity/same gov. deficit

· Income from private sector to gov. sector=increased spending

· Inflationary Gap- gov. cuts aggregate demand with contractionary policy

· Cutting expenditure/same taxes=lower economic activity (smaller gov.)/ reduced deficit

· Raising taxes/same spending= lower economic activity (bigger gov.)/ reduced gov. deficit

· Reducing spending and taxes=lower economic activity/same deficit

· Income from gov. sector to private

· Discretionary- changes in net tax rate/gov spending to offset autonomous expenditure shocks/stabilize aggregate demand/real GDP

· moves Budget function up (contractionary) or down (expansionary)
· Automatic- reduce GDP fluctuations with high next tax rate (reducing effect on aggregate demand/output) and income tax/personal transfers (affecting disposable income)
· Also includes marginal propensity to Save/Import
· Moves budget function right (booms) or left (slumps)
· Government Budget and Balance – Structural Budget Balance
· Budget and Balance- Gov expenditure is direct gov. decision and reflects fiscal policy

· revenue from taxes/fees/borrowings

· NT>G Budget surplus= paying debt

· NT<G Budget deficit= gov borrows (bonds)

· Nt=G balanced budget

· Depends on Income Level
· Huge factor
· Observed budget balance may not show intentions
· Structural- budget balance at potential output

· Increase in spending shifts Budget balance/structural BB down, raises AE= expansionary

· Net tax rate- BB and SBB slope increases with tax increase/ falls with cuts

· WHEN SBB=BB, economy operating at potential output Yp (full employment)
· Public Debt and Budget Balance

· Public Debt=accumulated annual gov. budget deficits

· Issued gov. bonds to pay for deficits

· High interest rates for bonds necessitates higher taxes

· No possible tax raises leads to money printing (hyperinflation)

· Changes measured in ∆PD = – BB
· PD to GDP more accurate than just PD
· Primary Balance (Operating Balance) – Debt-to-GDP ratio

· PB- difference between tax revenues and expenditures

· Adding debt interest payments shows deficit/surplus in Balance

· Public Debt-GDP (D/GDP) shows if economy is meeting obligations

· Higher debt over GDP means higher interest over growth= higher debt

· G>I or PB>0 for D/GDP ratio to fall

· D/GDP= structural factor (many variables
· PB/GDP policy factor (changed through taxing/spending)
· Taxation – Laffer Curve –  MCF of different taxes
· Taxation finances physical/social infrastructure through public sector

· Can erode public/private economic foundations

· Produces high administration and compliance costs on private

· Total tax revenue=tax size x units sold

· Less received by sellers, more paid by buyers

· Less elastic goods face higher taxes

· Taxes reduce inefficient allocation of resources

· People spending stupidly

· Laffer Curve
· Shows amount of tax to be collected at different rates

· Inverted U shape

· Downwards= Negative effects when easily switch to lower taxed alternatives or when tax rate too high
· Upwards=higher taxes with higher revenue, should operate at this point to have room for increases in the future

· Marginal Cost of Funds
· More tax revenue=less private sector activity

· Tax increases reduce tax base

· Tax payers may shift taxes (personal to corporate), increasing tax base (below 1 MCF) or lowering if higher rates=eroded taxes elsewhere

· Increased tax avoidance/evasion

· 1.00 MCF means no deadweight losses

· Higher means more losses

· Gov switches MCF from higher losses to lower losses

· Important to look at long run, short-run is not accurate

· Corporate income tax
· HIGH MCF- due to highly mobile, international/provincial nature

· Personal income taxes reduce income activity

· MCF Lower than provincial corporate income taxes except Quebec

· Retail sales tax reduces retail taxes

· 1.00 in Alberta because no general sales tax

· Not a significant influence on tax bases (MCF lower than income or corporate taxes)
· Base eroded through cross-border shopping, tax evasion/avoidance

· Federal taxes

· Least sensitive (compared to corporate/personal)
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· General knowledge of current and historical perspective of 
· Federal deficits- 1969/70 and 1996/97 budget deficit every year
· 42 b in 1993/94 (3.5% GDP)
· Turnaround from 97-07
· Large deficit in 08 (recession)
· From higher Employment insurance, Personal income tax reductions, numerous infrastructure as a result of Economic Action Plan
· Similar timeline provincially
· Debt- accumulated deficit

· Difference between total liabilities/assets

· Annual change measured in budgetary balance -/+ income gains or losses
· Net debt measured from liabilities-financial assets (cash, accounts receivable, foreign exchange accounts, loans, investments, advances)
· Low interest rates have helped debt
·  Debt-to-GDP ratio
· Debt 100% of GDP after war
· GDP grew strong in following years
· Primary Balance in surplus
· Dropped to 20% in 70’s
· OPEC price shock from $3-$10 per barrel increased unemployment, reduced tax revenue
· Interest rates increasing/liberals liberally spending increased debt 
· 80’s PB in surplus under Mulroney, interest on debt kept deficit
· BOC chose to fight inflation
· Canadian dollar rose, people invested in CAD to profit
· Exports more expensive, export jobs lost
· Increase in welfare/unemployment insurance increased debt
· Raised back to 100% in 90’s
· Early 90’s, financial/provincial deficits doubled
· Catastrophic debt-GDP ratio had huge effects on personal/corporate income as well as welfare 
· 50% of welfare paid by gov under Canadian Assistance Plan
· Gov moved 70% of burden to provincial governments
· Martin faced it with healthy PB and good interest rate/rate of growth relationship
· Now back at 38.3
· Martin’s historic budget

· First surpluses in 97/98

· Mechanics

· Alerted Canadians about gov. expenditure reductions

· Dep of Fin. Given more control in Ottawa

· Macroeconomic forecasts focused on current year and two years following

· Before was five year period

· 3 bill. Put aside every year in contingency fund

· Put towards debt if unused

· Fiscal policy changes

· Deficit taken back from provinces

· Program cuts- public employees not replaced after retirement

· Deregulation activities, powers transferred to provinces (tourism, training, mining)

· Lack of indexation caused people to get more money as well as higher taxes

· External factors

· Us economy expanded, USD stronger=higher exports

· Inflation and thus interest rates declined (good for debt)

· Surpluses- people became suspicious of gov. and its’ transparency

· Gov. decided to give 50% to new spending programs, 50% to debt and tax cuts

· New programs such as Millenium Scholarships for better transparency

· 5 year budget estimates presented

· Focus on using discretionary policy 

· Intruded on provincial powers (health care, post-secondary education)

· Gov. thought it important to fund education

· Council of Federation
· created from provinces jealous of Ottawa surpluses
· recognized federal/provincial gov. equality
· attempted to tackle Vertical fiscal imbalance
· Federal gov. had access to revenues outside of jurisdictional responsibilities
· Today 50% collected by provincial, territorial, local governments
· Now it is no longer as influential as provinces are selfish and looking for self gain
· Attempt to get more money for healthcare from provinces, however undermined by provinces making separate deals
· Conflicts with the provinces 

Monetary Policy
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· What is monetary policy – How it works – Application – Tools – Methods  – Guides (CPI, Output gap) – Objectives – Foreign exchange markets
· Monetary policy: control over the money supply; BoC is responsible for it

· Works by controlling the interest rates, the target overnight rates
· Low interest rates encourage people to save less, borrow more, and spend more

· Lower interest rates result in the depreciation of the value of the Canadian dollar, making bonds less attractive to investors, and net exports will rise
· Moves alongside inflation rate, which is usually targeted to be around 2%

· Inflation refers to the Consumer Price Index (CPI) which estimates (not so accurately) the cost of living

· The operational guide of the BoC is the core inflation (measures that allow it to "look through" temporary changes in total CPI inflation)

· Tools include:

· CPI trim: excluding components whose rates of change are in the tails of the distribution of price changes (helps filter out extreme price movements)

· CPI median: measure of core inflation corresponding to the price change located at the 50th percentile of the distribution of price changes (helps filter out extreme price movements)

· CPI common: the predicted value obtained from a linear regression of the year-over-year change in all-items CPI (tracks common price changes across categories in the CPI basket)

· Controlling the monetary base:

· Setting reserve requirements

· Conducting open market operations (the purchase or sale of government securities by the Central Bank in the open market)

· 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

· Setting the bank rate (through the overnight lending rate in which banks can borrow or lend money)

· Special purchases and sales

· SPRA: Special Purchase and Resale Agreement - injects cash into the system

· SRA: Sale and Repurchase Agreement - removes cash from the system

· Government deposit switching (cash management)

· 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

· Exchange rates:

· Canada has a flexible exchange rate because we have a target for inflation that aims to preserve the domestic value of the Canadian dollar

· 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 Canadian 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
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· Actions taken to extract Canada from recession

· Montreal Proposal- agreement to not default conduits to avoid forced sale of debt

· ABC papers less than $1 mill were refunded

· ABCP notes were converted to different notes that would mature 2016

· BOC- dropped OLR from 4.5 to .25% (Effective Lower Bound) and could go no lower
· .25= deposit rate

· Was not that effective because banks were cautious
· Other interest rates remained stable, OLR drop was to increase credit availability

· Economic Action Plan
· Improved access to financing

· Stimulated spending/housing construction

· Support for businesses and communities

· Unconventional tools of monetary policy
· Forward guidance- increased communication with financial market participants

· Promised to maintain ELB

· Encouraged banks to continue lending

· NOT USED Quantitative easing- OMO to buy gov. securities, expanding the BOC’s balance/monetary base/cash positions

· Boosted financial asset prices 

· Encouraged Large Value transfer systems to lend to households and businesses

· Measured by quantity of bank reserves

· NOT USED Qualitative easing- direct lending or purchasing of private sector assets

· Used to ease credit conditions by stimulating trade in certain assets

· Sterilized private assets

· Swapped good assets for bad ones

· Measured by the variety of loans and securities a bank holds
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· Conditions for Optimal Currency areas

· Created by Robert Mundell in 1961

· Extension of IS-LM model, dealt with open economy however

· IS-Lm relied on changing interest rates for equilibrium

· Optimal currency relied on changing nominal exchange rate

· Unholy trinity- country cannot maintain fixed exchange rate, free capital movement, independent monetary policy

· Areas that would benefit from single merged currency (economic efficiency maximized)

· Means area is a monetary union (finalized economic integration)

· Results with common monetary policy and interest rate

· Area often bigger than a country

· Euro often cited 

· Criticisms over Euro as some countries may not help each other
· Area could be smaller in case of USA where not every state fits optimal currency

· USA does not use different currencies as ease of employment mobility
· Factors
· Whether countries are willing to help is a huge factor
· Labor mobility across region- physical ability to travel (visas, workers rights), lack of cultural barriers to free movement (language), institutional arrangements (retirement transferred throughout region)

· Euro Labor mobility low
· Openness with capital, price, wage flexibility- money distribution to where it’s needed
· No true wage flexibility
· Eurozone has seen 5-15% increases in trade because of Euro

· Risk sharing (automatic fiscal transfer mechanisms to help areas in need) 
· Usually in form of tax distributions

· Politically difficult to implement 

· Better off regions want to keep wealth

· Participant countries have similar business cycles
· Countries should be

· Eurozone
· lower labor mobility than USA

· can’t rely on fiscal federalism

· currently not optimal area, however hopes that it will become one

· economists cite OCA Stationary Expectations against Eurozone

· Mundell cites OCA international risk sharing for Eurozone

· OCA Model w/ Stationary Expectations- floating exchange rate (can be changed) better when asymmetric shocks are uncontrollable and undermine real economy
· Due to global interests rates not responding to shocks
· OCA WITH international risk sharing
· in contrast with other model, shocks may not undermine the economy due to common currency

· spread of shocks in area allows for lessened shock effect

· war costs that would normally drain countries would no longer as they would rely on each other and borrow

