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3. Suppose that the Bank of Canada buys $1 million of bonds from the First National Bank. If the First National Bank and all other banks use the resulting increase in reserves to purchase securities only and not to make loans, what will happen to checkable deposits?

The Bank of Canada’s purchase will increase reserves in the banking system by a million dollars. Within the given scenario, the banks are not using the new reserves to make loans, which would’ve been used as checkable deposits for borrowers.  The impact on checkable deposits will be zero, they are unchanged. Also, there is no required reserve ratio mentioned, so it is not considered in my answer (in that case, we would’ve evaluated the question with the money multiplier).

7.  “The Bank of Canada can perfectly control the amount of reserves in the system.” Is this statement true, false, or uncertain? Explain.

This statement is false. There are many reasons as to why the Bank of Canada does not have “perfect” control over the amount of reserves in the system. Firstly, reserves will be affected if there’s a shift from deposits to currency. Meaning, the Bank of Canada has no control over the amount households choose to keep in their accounts, how much they choose to withdraw, or how much banks choose to lend. These are all factors that effect the amount of reserves. Secondly, the Bank of Canada can’t control the amount of discount lending to financial institutions. Due to these reasons, the Bank of Canada does not have absolute control over the reserves in the system. 


11. “The money multiplier is necessarily greater than one.” Is this statement true, false, or uncertain? Explain your answer.

This statement is false. In fact, tere was a recent situation in which the money multiplier went below one in the USA. This is caused by the reserve requirement plus the excess ratio being larger than 1. Yet, this situation is not common. Typically the money multiplier is greater than one because the reserve requirement is always smaller then 20% and the excess reserve ratios are rarely larger than 1%.


14. In October 2008, the Federal Reserve began paying interest on the amount of excess reserves held by banks. How, if at all, might this affect the multiplier process and the money supply in the United States?

This process will encourage banks to hold more reserves rather then lend them out due to the interest incentive. The reserve ratio will then increase. This, in turn, will reduce the money multiplier and the money supply. 
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13. Explain how SPRAs and SRAs affect the overnight rate.
The purpose of the Special Purchase and Resale Agreements (SPRA) is to reduce the upward pressure on the overnight interest rate and to bring it closer to the desired target rate. This is typically used when the overnight funds are traded at a rate higher than the target rate which is not wanted.
The use of Sale and Repurchase Agreements can be seen as the opposite, they’re used to reduce the downward pressure on the overnight rate and to bring it closer to the desired target rate. This is typically used when the overnight funds are traded at a rate below the target interest rate.
19.  What is the main advantage and the main disadvantage of an unconditional policy commitment?
The main advantage of an unconditional policy commitment is that it suggests that the policy will not be abandoned, creating transparency and certainty. It will have a larger effect on interest rates in the long run compared to a conditional policy commitment. The main disadvantage is that the commitment to the policy puts the Bank of Canada/Fed in a tight spot. If conditions were to destabilize abandoning the policy will result in them losing credibility.
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25. Since monetary policy changes made through the overnight interest rate occur with a lag, policymakers are usually more concerned with adjusting policy according to changes in the forecasted or expected inflation rate rather than the current inflation rate. In light of this, suppose that monetary policymakers employ the Taylor rule to set the fed funds rate, where the inflation gap is defined as the difference between expected inflation and the target inflation rate. Assume that the weights on both the inflation and output gaps are ½, the equilibrium real overnight interest rate is 2%, the inflation rate target is 2%, and the output gap is 1%.
a. If the expected inflation rate is 4%, then at what target should the overnight interest rate be set according to the Taylor rule?

25. If the expected inflation rate is 4%, then at what should the overnight interest rate be set 
26. according to the Taylor rule?
27. ION = overnight interest rate  
28. ION = inflation rate + equation real fed funds rate + (½) inflation gap + (½) output gap 
29. ION = 4% + 2% + ½ (4-2) + ½ (1) 
30. ION = 4 + 2 + 1 + 0.5
31. ION = 7.5% 
32. Therefore, according to the Taylor rule, the overnight interest rate should be set to 7.5%
33. If the expected inflation rate is 4%, then at what should the overnight interest rate be set 
34. according to the Taylor rule?
35. ION = overnight interest rate  
36. ION = inflation rate + equation real fed funds rate + (½) inflation gap + (½) output gap 
37. ION = 4% + 2% + ½ (4-2) + ½ (1) 
38. ION = 4 + 2 + 1 + 0.5
39. ION = 7.5% 
40. Therefore, according to the Taylor rule, the overnight interest rate should be set to 7.5%
41. If the expected inflation rate is 4%, then at what should the overnight interest rate be set 
42. according to the Taylor rule?
43. ION = overnight interest rate  
44. ION = inflation rate + equation real fed funds rate + (½) inflation gap + (½) output gap 
45. ION = 4% + 2% + ½ (4-2) + ½ (1) 
46. ION = 4 + 2 + 1 + 0.5
47. ION = 7.5% 
48. Therefore, according to the Taylor rule, the overnight interest rate should be set to 7.5%
= Target rate of inflation (expected inflation rate) + Real Overnight Interest rate + 1/2(Expected rate of inflation-Inflation target rate)+1/2 (Output gap)
= 4% + 2% +1/2(4%-2%) + ½(1%)
=6%+1%+0.5%
=7.5%
The target that the overnight interest rate should be set to according to the Taylor rule is 7.5%
b. Suppose half of Bank of Canada economists forecast inflation to be 3%, and half of Bank economists forecast inflation to be 5%. If the Bank of Canada uses the average of these two forecasts as its measure of expected inflation, then at what target should the overnight interest rate be set according to the Taylor rule?
Expected inflation rate: = 4%
The expected inflation rate is the same as in 25.a), thus meaning the overnight rate will the same, 7.5%.

c. Now suppose half of Bank of Canada economists forecast inflation to be 0%, and half forecast inflation to be 8%. If the Bank uses the average of these two forecasts as its measure of expected inflation, then at what target should the overnight interest rate be set according to the Taylor rule?
Expected inflation rate: = 4%
The expected inflation rate is the same as in 25.a) and b), thus meaning the overnight rate will the same, 7.5%.
d. Given your answers to parts (a)–(c) above, do you think it is a good idea for monetary policymakers to use a strict interpretation of the Taylor rule as a basis for setting policy? Why or why not?
I don’t believe that monetary policymakers should use a strict interpretation of the Taylor rule as a basis for setting policy based in part a)-c).  There is uncertainty in future inflation, using a mechanical rule, like the Taylor rule, may not land the economy where it wants to be if the circumstances don’t land in favour of the given assumptions of the future. This potential outcome should make policymakers cautious when using mechanical rules and predictions of the future economy to formulate policies. Considering the situations above, in a situation like part a, where uncertainty is low, using the Taylor rule doesn’t contain much risk. But, when parts b and c are considered, there is a large controversy gap in what the future expected rate of inflation could be, causing more risk. Despite all the outcomes being the same (7.5%), parts b and c hold great risk, that could’ve backfired on the economy if the predictions were even slightly different. 


