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Section:
(Questions 1-4 refer to the following text)

	FOR IMMEDIATE RELEASE

18 January 2017

Media Relations,  613-782-8782

Bank of Canada maintains overnight rate target at 1/2 per cent

http://www.bankofcanada.ca/2017/01/fad-press-release-2017-01-18/
The Bank of Canada today announced that it is maintaining its target for the overnight rate at 1/2 per cent. 

Uncertainty about the global outlook is undiminished, particularly with respect to policies in the United States. The Bank has made initial assumptions about prospective tax policies only, resulting in a modest upward revision to its US growth outlook…. 

In contrast to the United States, Canada’s economy continues to operate with material excess capacity. While employment growth has remained firm, indicators still point to significant slack in the labour market… Meanwhile, the Canadian dollar has strengthened along with the US dollar against other currencies, exacerbating ongoing competitiveness challenges and muting the outlook for exports. Consumption is expected to remain solid, while residential investment will be tempered ….

Bearing in mind the assumptions embedded in its forecast, the Bank projects that Canada’s real GDP will grow by 2.1 per cent in both 2017 and 2018. This implies a return to full capacity around mid-2018.

Inflation in Canada has been lower than anticipated since October, mainly because of declines in food prices. Measures of core inflation are below 2 per cent, reflecting material excess capacity in the economy…

In the context of a projection that is largely unchanged, the Bank’s Governing Council judges that the current stance of monetary policy is still appropriate and maintains the target for the overnight rate at 1/2 per cent. 


1. The text above refers to the setting of the overnight rate.  Briefly explain the nature, present range, and significance of the overnight lending rate setting for the economy.  (5 points)
· “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) .  In this case the range is from 0.25% (the deposit rate that is offered by the BoC to the banks that have extra cash) to 0.75%(the bank rate at which the Boc lends money to the banks)
· 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 short-term interest rates to move. (Prime rate and other lending rate offered to consumers and businesses)
2. In the text, it is referred that “…Inflation in Canada has been lower than anticipated since October…”. 
a. Answer the following:  (5 points)
I. What is inflation?
Persistent growth in prices
II. How is inflation measured for policy purposes?

Total inflation refers to changes in the Total Consumer Price Index.

III. Is it a single-number target?
The Inflation target is set as a range of between 1% and 3% 

Monetary policy will be aiming at keeping a 2% mid-point inflation within a 6-8 quarter period
IV. What is meant by inflation being “lower than anticipated”? 
Inflation is below its target mid-point of 2%
V. What is the significance of inflation being “lower than anticipated”? 

This is an indication of slack in the economy (the economy is operating below its potential)
b. The text also makes reference to core inflation.  (3 points)
I. What is the core inflation?

This is a variant of the total CPI that provides a better measure of the underlying inflation pressures and is a better predictor of future changes in total CPI.
· In October 2016, the Bank of Canada, along with the renewal of the inflation-control target, it also revealed its new core inflation measures, the CPI-trim, CPI-median and CPI-common that will be using from now on. 

II. How is it used?

· The operational guide of the BOC for designing Monetary Policy will be the Core Inflation indexes.
c. Can we say that low or no inflation is good for the economy?  (3 points)
· The Bank is equally concerned about too much or too little demand pushing inflation appreciably above or below the 2% target
· Low inflation is indicative to low demand which may degenerate into a deflation and a spiral fall in prices and values.  Therefore, low inflation is not desirable.
3. Why is inflation mentioned in the context of interest rate setting?  (4 points)

· The Bank of Canada has the responsibility for the monitoring of and acting upon inflation.  In its latest inflation target setting in October 2016, BOC and the Government of Canada renewed their objective for a 5-year period (until December 31, 2021) as follows:

· Interest rate is the tool that the BoC uses to regulate the economy:
· When the economy is booming it creates an inflationary output gap.  A high interest rate is set to put the brakes in the economy (contractionary monetary policy)
· When the economy is slacking it creates an recessionary output gap.  A low interest rate is set to help the economy (expansionary monetary policy)
4. What is your overall impression about the state of the Canadian economy from reading this press release?   You must justify your answer.  (4 points)

The economy is right now in a recessionary gap, as it is mentioned in the text, there is “… significant slack in the labour market…”, which implies cyclical unemployment.  All the measures about future GDP growth, consumption, and investment represent forecasts that that may not be realized.
5. Describe briefly the monetary and fiscal measures taken by Canada to fight the Great Recession. (5 points)

a. The BoC dropped the OLR rate from 4.50% 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
b. The BoC also used Forward guidance that is an increase in communications with financial market participants to emphasize the BOC’s longer-term support for markets and its actions to promote stability.  The BoC committed to hold the OLR at that low level until the second quarter of 2010, unless inflation increased dramatically (above its target level of 2%)
· Banks are urged to maintain their lending operations

c. Low OLR was not enough to stimulate borrowing and expenditure.  The Government’s expansionary fiscal policy, 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
6. Discuss briefly the factors that prevent the Euro-zone to be considered an optimum currency area.  (5 points)

Ch 034, Page3

7. Describe how an increase in money supply would impact the economy via the Monetary Transmission Mechanism.  (6 points)

· An increase in the money supply results in (or is equivalent to) a fall in nominal interest rate as well as a fall in real interest rate (assuming prices or inflation constant).

· A lower real interest rate
a) Increases Wealth (through an increase in the values of financial assets), and
b) Reduces the cost of financing, and increases the availability of credit
c) Both these factors help in increasing consumption and planned investment expenditure in capital equipment and inventories
· A lower nominal interest rate reduces the inflow of foreign funds which results in a drop in the value of the currency thus increasing the competitiveness (profitability) of exports
· The combined positive impact on Consumption, Investment, and Net Exports shifts the Aggregate Demand to the right, thus increasing total output (income)

The Monetary Transmission Mechanism Schema
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8. Consider the following information for Canada at the beginning of 2016 and answer the questions below. Outstanding Debt:


   
$650 billion

· Nominal GDP:


$2,050 billion

· Average Interest Rate on Debt:

4 %

Answer the following:  (20 points)

a. What was the Debt-to-GDP ratio at the beginning of 2016?  (3 points)
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b. The Budget delivered during the year of 2016 estimates the government Operating Balance to be $4 billion deficit, based on a 3% nominal growth of the economy.  Using all information, estimate the Debt-to-GDP ratio for the end of 2016 that is implied by the budget. (4 points)
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c. Could you justify the change in the ratio?  (3 points)

· The Debt-to-GDP ratio rose because both the policy and the structural factors were detrimental to it:

Policy Factor: Operating Budget Balance is in deficit

Structural Factor:  The economy’s growth rate is lower than the interest rate.

d. Is it possible to reduce the Debt-to-GDP ratio while running budget deficits? (3 points)

· Yes it is possible to lower the debt-to-GDP ratio while at the same time running budget deficits as long as the economy (the denominator of the ratio) grows faster than the deficit.
e. The budget for 2016 included increased spending (G) as well as lower tax rates (t) for middle incomes.

  i.     Do these changes reflect automatic or discretionary fiscal policy?  (3 points)



Discretionary
  ii.    Show on a graph how the Budget Balance Line has been affected by these changes. (4 points)

                                                                                                         BB1


                                                                                                                              BB2

             - G
  - (G+ΔG)                         The slope is lower (the t)
9. Discuss briefly the concept of the Laffer Curve and the Marginal Cost of Funds.  Based on C.D. Howe’s analysis, which tax in general has the highest and which has the lowest MCF of provincial taxes?  Please elaborate.  (6 pts)

Ch 021, Pages 13 – 17 selectively

10. Discuss briefly the fiscal policy changes that Mr. P. Martin introduced in his historic budget in 1995 that helped in eliminating the federal deficits.  (6 points)
    


Ch 022, Page 5
11. Consider the following numerical version of mixed open economy:  (28 points)
	The Money Market

MS = 5800                                                               MS = Money Supply
MD = 4 Y – 8000 r                                                  MD = Money Demand

MS = MD                                                                Equilibrium in the Money Market
The Goods & Services Market

 C =  150 + 0.8 Yd – 400 r                                           C = Private Consumption

 I  =  200 – 800 r


                     I = Gross Private Investment

G = 218



                    G = Autonomous Government Spending

T  = – 50 + 0.2 Y


                     T = Taxes

X = 130 – 500 r
 
                                               X = Exports

IM = 30 + 0.04 Y + 700 r
                                IM = Imports

                                                                                        r = Interest Rate

S = Y – T – C                                                                 S = Private Saving 

Yd = Y – T                                                                  Yd = Disposable Income 

Y = C + I + G + X – IM                                             Equilibrium in the Goods Market


Determination of Equilibrium in the Economy

a. Set the goods market at equilibrium and estimate the IS curve (negative function of output and interest rate).    (4 points)

Y = Y = C + I + G + X – IM
Y = {150 + 0.8[Y – (– 50 + 0.2 Y)] – 400 r} + {200 – 800 r} + 218 + {130 – 500 r} – {30 + 0.04 Y + 700 r}

Y = 150 + 0.8 Y  + 40 – 0.16 Y – 400 r + 200 – 800 r + 218 + 130 – 500 r –  30 – 0.04 Y – 700  r

(1 – 0.8 + 0.16 + 0.04) Y = 150 + 40 + 200 + 218 + 130 –  30 – (400 + 800 + 500 + 700) r

0.4 Y = 708 – 2400 r

Y = 1770 – 6000  r
IS
b. Set the money market at equilibrium and estimate the LM curve (positive function of output and interest rate).  (2 points)

MS = MD

5800 = 4 Y – 8000 r

4 Y = 5800 + 8000 r

Y = 1450 + 2000 r
LM
c. Equate the IS and LM functions and solve for the equilibrium values of Y (output/income) and r (interest rate).  (2 points)

IS = LM

1770 – 6000 r = 1450 + 2000 r
8000 r = 320

r = 320 / 8000 = 0.04
  or   4%
and  Y = 1770 – 6000 r = 1770 – 6000*0.04 = 1530
d. Use the equilibrium values of Y and r that you have found in (c) to solve for the equilibrium levels of all components of Aggregate Expenditure, as well as Taxes, and Private Saving.  (3 points)

T  = – 50 + 0.2 * 1530 = – 50 + 306 = 256
I  =  200 – 800 * 0.04 = 200 – 32 = 168
X = 130 – 500 * 0. 04 = 130 – 20 = 110
IM = 30 + 0.04 * 1530 + 700 * 0.04  = 30 + 61.2 + 28 = 119.2
C  = 150 + 0.8 (1530 – 256) – 400 r  = 150 + 0.8 * 1274 – 400 *0.04 = 150 + 1019.2 – 16 = 1153.2
S = 1530 – 256 – 1153.2 = 120.8
AE = Y = C + I + G + X – Z = 1153.2 + 168 + 218 + 110 – 119.2 = 1530
Expansionary Fiscal Policy

e. Assume that the government thinks that the economy records a recessionary gap and pursues an expansionary fiscal policy.  Thus, it increases the government spending from 218 to 346.  Recalculate the IS function as in (a) above.  (4 points)

Y = Y = C + I + G + X – IM

Y = {150 + 0.8[Y – (– 50 + 0.2 Y)] – 400 r} + {200 – 800 r} + 346 + {130 – 500 r} – {30 + 0.04 Y + 700 r}

Y = 150 + 0.8 Y  + 40 – 0.16 Y – 400 r + 200 – 800 r + 346 + 130 – 500 r –  30 – 0.04 Y – 700  r

(1 – 0.8 + 0.16 + 0.04) Y = 150 + 40 + 200 + 346 + 130 –  30 – (400 + 800 + 500 + 700) r

0.4 Y = 836 – 2400 r

Y = 2090 – 6000  r
IS

f. Equate the new IS function with the LM function (that has not changed) and solve for the new equilibrium values of Y (output/income) and r (interest rate).  (2 points)

IS = LM

2090 – 6000 r = 1450 + 2000 r

8000 r = 640

r = 640 / 8000 = 0.08
  or   8%
and  Y = 2090 – 6000 r = 2090 – 6000*0.08 = 1610

g. Use the new equilibrium values of Y and r that you have found in (f) to solve for the equilibrium levels of all components of Aggregate Expenditure, as well as Taxes, and Private Saving.  (3 points)

T  = – 50 + 0.2 * 1610 = – 50 + 322 = 272
I  =  200 – 800 * 0.08 = 200 – 64 = 136
X = 130 – 500 * 0. 08 = 130 – 40 = 90

IM = 30 + 0.04 * 1610 + 700 * 0.08  = 30 + 64.4 + 56 = 150.4
C  = 150 + 0.8 (1610 – 272) – 400 r  = 150 + 0.8 * 1338 – 400 *0.08 = 150 + 1070.4 – 32 = 1188.4
S = 1610 – 272 – 1188.4 = 149.6
AE = Y = C + I + G + X – Z = 1188.4 + 136 + 346 + 90 – 150.4 = 1610

Interpretation of the Results

h. Complete the following table with the values that you have estimated above, and interpret your results (the changes in the values due to government’s expansionary fiscal policy).
[image: image4.png]Original Expansionary

Economic Aggregate Position Fiscal Policy
(a), (b), (c), (d) (e), (0, (9)

Interest rate 4.0% 8.0%
Total Output 1,530.0 1,610.0
Consumption 1,153.2 1,188.4
Investment 168.0 136.0
Private Saving 1208 149.6
Taxes 256.0 272.0
Government Spending 218.0 346.0
Government Budget 38.0 -74.0
Exports 110.0 90.0
Imports 119.2 150.4
Trade Balance 9.2 -60.4





I. Has the expansionary fiscal policy worked according to the government’s expectations in (e) above?  (2 points)

· Yes.  Expansionary fiscal policy boosted the Aggregate Expenditure, which had an overall beneficial impact on the economy, as GDP grew by 5.2% to 1610.

II. Explain the change in the foreign trade balance.  (3 points)

· The increase in AE caused an increase in the demand for money which, with a fixed money supply, resulted in an increase in interest rate to 8%.  The increase in interest rate crowded out investment, so investment dropped.

· The higher interest rate created an increase in the demand for financial assets denominated in local currency, which resulted in an appreciation of the local currency.  As a result, exports dropped while imports increased, thus causing the trade balance to deteriorate from -9.2 to -60.4
III. Equate the three balances (after the change in fiscal policy) to explain the flow of funds and the financing of investment.  (3 points) 




      (X – M) = (S – I) + (T – G)



(90 – 150.4) = (149.6 – 136.0) + (272.0 – 346.0)

         – 60.4  =  13.6 – 74.0 




Foreign borrowings of 60.4 plus extra private domestic savings financed the government deficit.
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