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Monetary policy can be broadly defined as the measures employed by governments
to influence economic activity, specifically by manipulating the supplies of money
and credit and by altering the interest rate. Many studies have confirmed that it
plays a crucial role in controlling inflation, and anchoring expectations on price
movements. Furthermore, it is usually the first line of defence against a softening
economy given the normally sluggish response of fiscal policy.
According to the Bank of Canada Act (1985), the Bank of Canada (herein
often referred to as ‘the Bank’) is given control over Canada’s monetary policy.
Specifically, in its preamble, the Act states that the goal of the central bank is to:
“regulate credit and currency in the best interests of the economic
life of the nation, to control and protect the external value of the
national monetary unit and to mitigate by its influence fluctuations
in the general level of production, trade, prices and employment,
so far as may be possible within the scope of monetary action,
and generally to promote the economic and financial welfare of
Canada;” (page 1)
This is a tall order on any day. The Act itself spells out the duties for the
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Governor and other Bank staff, and puts limits on what the Governor can do, but it
does not specify which policy the Bank must follow. Since 1991, the Bank of Canada
has adopted a flexible inflation-targeting framework for Canadian monetary
policy, grounded on the belief that long-term economic growth is best served
by maintaining price stability. Under this framework, the Bank works to meet its
pre-set, publically displayed target for the annual rate of inflation. At the time of its
adoption, the Bank of Canada was the second central bank (after New Zealand’s)
to adopt such a policy. However, since then the list of inflation targeting central
banks has grown considerably (e.g., New Zealand, Bank of England, Australia, US,
Sweden and the UK).
Of course, not all central banks have adopted the same approach to monetary
policy as the Bank of Canada. For example, the U.S. Federal Reserve Bank’s policy,
often referred to as the ‘dual mandate’, is guided by Congress’ Federal Reserve
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System and the Federal Open Market Committee shall maintain long run growth of
the monetary and credit aggregates commensurate with the economy’s long run
potential to increase production, so as to pro-mote effectively the goals of maximum
employment, stable prices, and moderate long-term interest rates.”
This effectively means the Federal Reserve’s policy should promote the
two coequal objectives of maximum employment and price stability.1 This is
often modelled by academics with a Taylor rule that describes the Fed’s policy
as a function of deviations from targets of inflation, and deviations from full
employment. Initially, the Fed did not announce specific targets, however, this
changed in 2012, when it also set a target of two per cent.2’3
The fact that not all central banks have switched to the same inflationtargeting framework used by the Bank of Canada demonstrates that there is not
universal agreement on the optimal framework or, at the very least, that there is
a belief that the costs incurred from switching from the existing policy are not
worth the perceived benefits. Indeed, the costs and benefits may change over
time for an economy, and the fact that we continuously learn from new models,
new data and new experiences with policy outcomes both at home and abroad,
makes it prudent that from time to time we re-evaluate what the best policy may
be. Here in Canada, we engage in this discussion prior to the renewal of the Bank’s
mandate – which currently occurs every five years. This task is never taken lightly.
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Reform Act of 1977, which states, “The Board of Governors of the Federal Reserve

The Bank of Canada consults with academics on the subject, and conducts a
significant amount of research leading up to the recommendations that inform its
final decision.
The other papers presented in this conference discuss some of the
commonly debated policy options available to the Bank. Here, I will focus on a

1
See e.g., Governor Mishkin’s April 10, 2007 speech on Monetary Policy and the Dual Mandate at
https://www.federalreserve.gov/newsevents/speech/mishkin20070410a.htm
2
As Krugman (2014) pointed out, it may have been easier to adopt the conventional target
since, “…central banks could not easily be accused of acting irresponsibly when they had the same
inflation target as everyone else.”
3
This target is also seen in the new Average Inflation Targeting framework recently adopted by
the Federal Reserve.
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for continuing with the status quo during the next five-year mandate. In particular,
I will highlight the reasons that I believe we should generally stay the course – at
least for the next five years - and I will discuss some modifications to the framework
that the Bank may want to consider, if not for this renewal, then for the next.

What is the status quo and
how does it work?
The Bank of Canada, and other like-minded central banks, believe that inflation
targeting preserves the value of money by keeping inflation low, stable and
predictable, thus fulfilling their various mandates. Currently, the Bank’s inflationcontrol target is set at the midpoint of a one to three per cent target range, i.e.,
two per cent. This inflation-target guides the Bank’s decisions on the setting of its
policy interest rate (the overnight rate), which is announced on fixed dates eight
times a year.4 Communication about the policy helps educate the public about the
Bank’s actions, and promotes transparency. The Bank’s credibility is enhanced
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review of Canada’s past experience with inflation targeting, and discuss the case

when its policy decisions succeed in keeping inflation in check and within its
stated targets.
The Bank of Canada, as we know, cannot directly influence the rate of
inflation. Instead, it uses its one policy tool - the policy rate - to influence the
economy. A change in this interest rate influences inflation over time by affecting
economic activity primarily through four main channels: commercial interest
rates, asset prices, exchange rates and expectations. These channels transmit
policy rate changes to the demand for goods and services in the economy and since prices are determined through the interaction of supply and demand - to
inflation.Commercial interest rates affect rates for deposits, loans, and mortgages,

4
See the Bank of Canada’s summary at https://www.bankofcanada.ca/core-functions/
monetary-policy/
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and investment decisions. For example, if inflation is below the inflation target, the
Bank typically reduces the policy rate to encourage the financial institutions to
reduce rates on loans, mortgages and deposits in order to stimulate borrowing and
spending and thereby increase upward pressure on prices. The Bank would take
the opposite action, if instead, inflation is running above its target.
The second channel works through the effect that changes in interest rates
have on the prices of assets, such as stocks, houses, and bonds. For example, if
the inflation is below target and the Bank lowers the target rate, the demand for
these assets increases, raising their prices and the wealth of households that own
them. Increases in overall household wealth stimulate borrowing and spending,
and ultimately translate into higher prices in the economy.
Flexible exchange rates also play a crucial role in the transmission
mechanism. If Canadian interest rates rise (fall), relative to other countries,
assets denominated in Canadian dollars will be more (less) attractive to foreign
and domestic investors. This affects demand for the Loonie relative to other
currencies, which, in turn affects exchange rates, the price of imported goods, and
the demand for imports and exports. Therefore, in instances where the inflation
is above its target, the Bank raising rates would, in addition to the affecting prices
through the previously discussed channels, increase the exchange rate and
the price of our exports, and decrease the prices of imported goods, thereby
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which, in turn, directly affect consumers and businesses’ borrowing, spending

dampening inflation.
The fourth channel works through changes in individuals’ and businesses’
expectations about the future of interest rates, economic growth and the inflation
rate following a change in the policy rate. Since firms’ and individuals’ saving
and investment decisions are forward-looking, expectations about the future
affect decisions made today. These expectations can also be influenced by
the statements made by the Bank when it communicates the rational for their
interest rate decision. The impact of monetary policy takes time (usually six to
eight quarters) before its full impact is felt. This means that the Bank must also
be forward-looking requires the Bank to use currently-available information to
forecast and assess future economic performance.
Inflation targeting itself helps to anchor expectations on future rates of
inflation, and can help reduce some uncertainty about the future state of the
economy when agents believe that the Bank will use its tools to help stabilize
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investment decisions with more confidence, encourages longer-term investment
in Canada’s economy, and contributes to sustained job creation and greater
productivity. This in turn leads to improvements in our standard of living.

The emergence of Canada’s
two per cent inflation target
To understand how the two per cent inflation target (with bands) emerged as
our longstanding policy, it is necessary to review some history. In June 1970, the
Government of Canada decided to abandon the Bretton Woods system and allow
the Canadian dollar to float. This move enabled the Bank of Canada to pursue
an independent monetary policy since it no longer had to target the value of the
Canadian dollar.
Figure 1. Year-over-Year Annual CPI Inflation
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the economy when shocks occur. This allows Canadians to make spending and

Source: Statistics Canada, Series v41690973 - Table 18-10-0004-01
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1. Many countries around the world, including Canada, dealt with skyrocketing
inflation in the 1970s. This was due to a number of factors including oil price shocks,
and the fact that agents’ inflation expectations were not well-anchored. According
to Thiessen (2000), the Bank’s efforts to counter international inflation pressures
were insufficient and hampered by outdated views about the Phillips curve, overly
ambition estimates of the natural rate of unemployment and concerns about the
Canadian dollar appreciating too much above the value of the US currency. By the
mid-1970s, inflation and unemployment soared to post-war highs caused by excess
demand in the world economy and the OPEC oil cartel. The economy entered a
period of stagflation that lead to difficult policy choices for the Bank.
As the Canadian monetary history reviewed by Thiessen (2000), Beaudry
and Ruge-Murcia (2017), Carter, Mendes and Schembri (2018) and others
documents, the Bank of Canada, and other central banks, initially attempted to
stabilize this inflation using monetary targeting. This approach was inspired by
the work of Monetarists, like Milton Friedman, who believed that monetary policy
should focus on price stability because real economic activity only responded to
monetary policy with long and variable lags, limiting its usefulness as a tool for
stabilization. For a while, the strategy appeared to be working as the inflation rate
began to decelerate. However, inflation again began to rise in the late 1970s and by
the early 1980s, inflation had returned with double-digit levels along with inflation
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One of the significant challenges that presented itself can be seen in Figure

expectations showing signs of acceleration.
Over time, it became clear to the Bank that the use of monetary growth
targeting failed to produce the desired outcomes. This stemmed from the fact
that the economy’s demand for money was far less predictable than originally
believed5, and, as a result, the Bank of Canada abandoned this approach in
1982.6 As Governor Gerald Bouey summarized during a 1983 speech in the
House of Commons, “We did not abandon M1, M1 abandoned us.”7

5
This occurred in part because of changes in financial technologies that affected individuals
demand for money. See e.g., Alexopoulos (2002) for a discussion of the relationship between
inflation, demand for money and the adoption of credit cards, ATMs and point of sale technologies.
6

The Bank of Canada used the M1 target from 1975 to 1982.

7
Canada, House of Commons Standing Committee on Finance, Trade and Economic Affairs,
Minutes of Proceedings and Evidence, No 134, 28 March 1983, p 12
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remained considerable concern among central bankers that inflation spirals could
easily reoccur without specific policies helping to anchor inflation expectations.8
Absent an explicit target for monetary policy, as Thiessen (2000) pointed out, the
Bank had difficulty explaining its policy actions during the period from 1982 through
February 1991, and there was no concrete basis on which individuals could judge the
Bank’s performance. It was during this time that the Bank of Canada Act was updated
(1985), and the Bank began to reimagine its policy with a firm focus on achieving
price stability as its main objective. Governor John Crow articulated this view in his
Hanson Memorial Lecture at the University of Alberta in 1988. In his address, he
highlighted that, “…Monetary policy should be conducted so as to achieve a pace of
monetary expansion that promotes stability in the value of money. This means pursuing
a policy aimed at achieving and maintaining stable prices.”
As Beaudry and Ruge-Murcia (2017) discuss, the specifics of inflation
targeting and a plan for implementation was not yet well-articulated at the time
of the Hanson Memorial Lecture. However, it did not take long for these details
to be sorted out and embraced by both the Government of Canada and the
Bank of Canada. Interestingly, as Murray (2018) reports, it was the Government
of Canada that approached the Bank about jointly implementing this type of
arrangement. He suggests a few possible reasons for their support. First, the
Government fundamentally thought it was a good idea. Second, they believed
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While inflation had retreated from its peak 1970s levels by the mid-1980s, there

that inflation would increase significantly following the introduction of their new
goods and services tax (the G.S.T). Third, the Government was renegotiating
contracts with many of their workers’ unions, and an inflation target may have
been seen as a way to mitigate demands for wage increases. Finally, their move
may have been a pre-emptive one, given that the Bank, at this time, had started
on an aggressive policy track aimed at reaping the benefits of price stability.
Regardless of their motivation(s), the Bank welcomed the overture from the
Government, even though the two sides differed somewhat on what the specific
targets should be, and over which time horizon this policy should enacted. The
Government, Murray (2018) reported, was happy to aim for a higher target of
around 3%, while the Bank generally felt that, for price stability, three per cent

8

See e.g., the remarks in Bouey (1982).
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was not as good as zero. The Government was happy to stick with a short-term
for targeting, but the Bank felt the inflation target had to be for the long term
to make it meaningful.Ultimately, the discussions between the parties led to
Governor Crow and the Minister of Finance jointly setting targets for reducing
inflation and promoting price stability in Canada. The press release on February
26, 1991 stated that, “These targets are designed to provide a clear indication of
the downward path for inflation over the medium term.” 9 There was recognition
that the transition to lower rates of inflation and greater price stability would not
occur overnight, and that other public policies besides monetary policy could
make significant contributions to achieving price stability. The specific targets
announced for the year-over-year rate of increase in the Canadian consumer
price index was three per cent by the end of 1992, 2.5% by the middle of 1994
and two per cent by the end of 1995. The targets for 1991 and for the years
post 1995 were not given. The release instead opted to say that the announced
target path was consistent with a year-over-year CPI increase of about five per
cent (or less than four per cent excluding the impact of the GST) by year end,
and that, after 1995, the objective would be further reductions in inflation until
price stability was achieved. The work done to date, they stated, suggested that
operationally this would amount to a rate below the 1995 target of per cent.
The background note on the targets, released by the Bank of Canada on
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was not as good as tow, two per cent was not as good as one and one per cent

February 26, 1991 with the announcement, provided other operational details.10 It
explained that while the targets were stated in terms of the total CPI, there were
issues with some short-run volatility with food and energy components: the Bank
would use a measure of “Core” Consumer price index (CPI) – created from prices
in CPI’s basket of goods excluding the two most volatile components – food and
energy.11 The note, further explained that the target rate was to be viewed as the
midpoint of a range between one and three per cent.

9

See Bank of Canada Press Release, “Targets for reducing inflation”, February 26, 1991.

10 See the copy of the note published on page 9 of the March 1991 volume of the Bank of Canada
Review.
11 As Beaudry and Ruge-Murcia (2017) also discuss, the Bank also would accommodate firstround, but not second-round, effects of changes in indirect taxes. See also the discussion of indirect
taxes and the inflation target in Bank of Canada Review, September 1991.
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By most accounts, the new framework performed somewhat better, and faster,
than expected.12 As Figures 2 and 3 show, inflation and inflation expectations,
as measured by the consensus inflation forecasts in the chart, dropped rapidly
following its adoption.
Figure 2: The Path of Year-over-Year CPI inflation
After Inflation Targeting (monthly)
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Was the policy successful?

Sources: Statistics Canada and the Bank of Canada. Last Observation: December 2019

12 Of course, when evaluating the effect of the policy, it is difficult to determine what would have
occurred had the Bank of Canada not adopted inflation targeting. While most agree that inflation
targeting has helped deliver low, stable inflation, with well anchored inflation expectations, there is
some evidence that non-inflation targetors have also faired relatively well during the period under
consideration, see the discussion in Beaudry and Ruge-Murcia (2017) and the cites within.
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Quarterly Data

Sources: Department of Finance. Last Observation: September 2019

The fact that the policy was endorsed by the Government as well as the Bank
in a political agreement, likely contributed to the new framework’s success.
Households and firms would have perceived the plan as more credible than one
without this type of agreement, especially given the large deficits the Government
was running at the time.13
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Figure 3: Evolution of Year-over-Year Inflation Expectations,

Although the original announcement covered the period 1991-1995, the
framework was revisited in 1993 after the election of a new government resulted
in a disagreement between Governor Crow and the new Finance minister
about what the long run target should be. Ultimately, Governor Crow was not
reappointed, Gordon Thiessen was tapped to head the Bank, and the two per cent
target was extended through 1998. The 1998 renewal extended the two per cent
target though to 2001 after having delivered fairly stable inflation, despite sizable
turbulence caused by events such as the 1994 Mexican Peso Crisis, the Quebec
Referendum, and the Asian Financial Crisis. Since then, the framework has been

13 See the discussion in Carter, Mendes, and Schembri (2018). They also point out that agreement
of both parties was useful because a 1967 amendment to the Bank of Canada Act gave the Minister
of Finance the ability to issue the Governor a binding written directive if the two encounter
irreconcilable differences concerning monetary policy.
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that these agreements were not undertaken without contemplating alternatives
suggested by research and experience. Some changes were made – such as
placing more emphasis on transparency and communication as a tool of monetary
policy – but the basic two per cent inflation target with bands of plus or minus one
percentage point remained even following the tumultuous times faced during
the global financial crisis. Indeed, the statistics presented in Table 1 illustrate that
average inflation during each of the renewal periods remained close to the two per
cent target with the monthly rates falling within the target bands. After the global
financial crisis, the inflation rate fell below target for a significant stretch of time.
However, the last four quarters of data would suggest this issue may have resolved
itself with the annual inflation rate once again hovering around two per cent.
Table 1. Year-over-Year CPI Inflation before and during
Inflation Targeting Agreements
Start Date

End Date

Average YoY CPI

Standard

Jan-76

Dec-80

Jan-81

Period

Inflation

Deviation

8.76

1.280

Pre-IT Adoption

Dec-85

7.49

3.592

Pre-IT Adoption

Jan-86

Jan-91

4.51

0.572

Pre-IT Adoption

Feb-91

Nov-93

2.92

1.917

1st Agreement

Dec-93

Jan-98

1.38

0.842

2nd Agreement

Feb-98

Apr-01

1.95

0.876

3rd Agreement

May-01

Oct-06

2.25

0.895

4th Agreement

Nov-06

Oct-11

1.87

1.067

5th Agreement

Nov-11

Sep-16

1.42

0.550

6th Agreement

Oct-16

Dec-19

1.90

0.447

7th Agreement

Jun-70

Jan-91

6.89

3.035

Pre-IT Adoption

Feb-91

Dec-19

1.91

1.076

Post-IT Adoption

Jan-19

Dec-19

1.95

0.274

Last Calendar Year
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renewed another four times (in 2001, 2006, 2011, and 2016). It is important to note

Source: Statistics Canada, Series v41690973 - Table 18-10-0004-01
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Any answer to this question requires us to examine the current costs and
the benefits of the current policy and viable alternatives. The key benefits
to remaining an inflation targetor are the same as those articulated over the
years. As the most recent data still suggest, inflation expectations remain wellanchored, and although Canada has seen inflation run below its target for much
of the time following the 2011 and 2016 renewals, it remained within the target
bands and had moved back towards two per cent before the COVID-19 crisis hit.
The policy as it stands has been relatively easy to understand and communicate
to the public, and, as highlighted above, gives agents a concrete way of gauging
the success of the Bank’s policy over time (See e.g., the discussion in Ragan
(2005)).14 Finally, after working within this framework for many years, the Bank
has refined its communication strategies and learned what to expect after a rate
change in ‘normal’ economic conditions (i.e., when not facing the prospect of
hitting zero per cent).
So why might we consider changing things now? First, it is always beneficial
to examine what else is possible and not become complacent. Without careful
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Can we do better than the
status quo now?

consideration, we might miss out on adopting a framework that works even better.
Second, the review and explorations themselves help lend credibility to the choice
of policy, make the issues surrounding the decisions more transparent, and help
maintain confidence in the ultimate framework adopted. Third, there is evidence
that the neutral rate of interest (defined by the Bank of Canada as the real policy
rate that is consistent with inflation at its target level, the economy at potential
output and the effects of cyclical shocks dissipated)15 has decreased. This effects
the cost associated with keeping the status quo, since the natural rate is currently
at a level where, with a two per cent target in the present framework, the Bank

14 See also Petersen and Well’s (2020) paper for a discussion of the benefits associated with
utilizing a framework that is able to be clearly communicated.
15

See e.g., Mendes (2014).
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zero or even to the effective lower bound.16’17
The other presentations in the conference volume discuss the alternative
policy options in depth. These range from keeping the inflation-targeting
framework with a new target, to incorporating asset prices into the inflation target
framework, to moving towards a dual mandate, to adopting a different framework
such as price level targeting or targeting nominal GDP. While I will not go into
detailed discussions of each, after a review of the past experience with inflation
targeting in Canada, and the uncertainty surrounding the costs associated with
moving to a radically different framework, I would recommend that the Bank of
Canada continue to maintain its status quo for cases where the Bank is rate is
above the zero (or a predefined rate slightly above zero) for the next renewal.
However, I would suggest that the agreement include guidance about the use of
unconventional monetary policies that would be enacted should we again find
ourselves in a situation where we fall below that threshold. In essence, the Bank
should be clear about policy followed in both ‘normal’ and atypical times.
The rational for including a discussion of the unconventional monetary
policies is straightforward. If the Bank hits the effective lower bound in a crisis, the
absence of a credible plan -or the appearance that there is no carefully thought-out
plan - will contribute to market anxiety and cause unnecessary uncertainty with
negative consequences for investment and consumption behaviour.18 By now, the
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may be more likely to encounter situations where the policy rate may be forced

idea that extraordinary times can lead to the Bank using the unconventional tools
at its disposable is not new, and explaining how they would be used in response to
a future crisis would not be difficult to communicate.19 Moreover, these additions to

16

See, for example, Blanchard, Dell’Ariccia and Mauro (2010), Krugman (2014), and Wessel (2017).

17 This Effective lower bound is below zero, but we still do not have a good handle on how
negative rates can go before problems emerge. See the Bank of Canada’s (2015) discussion on
negative rates.
18 The negative effects of economic uncertainty and policy uncertainty are documented in
Alexopoulos and Cohen (2015), Baker, Bloom and Davis (2015), among others.
19 Even if one disagrees with the premise that unconventional monetary policies have a large
positive impact on the economy, the Bank would likely face significant pressure to use all tools
available to them when the economic damage caused by large shock is not expected to be mitigated
by simply cutting rates to the ELB level. Therefore, there remains benefit to discussing how these
tools would be used during a crisis.
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during periods where the prevailing real natural rate of interest is low.
Deviating from the status quo will necessitate the Bank communicating the
new framework to the public. The educational component will, of course, be more
complex the farther we deviate from the current framework, and the Bank’s hardwon credibility and reputation may be affected if the promised results are not
realized and/or if expectations are unmet. If there is uncertainty about how the
new framework will work in practice, people may incur costs by misinterpreting
Bank communications. Moreover, if the Bank adopts a framework based on the
theoretical arguments that has yet to be implemented elsewhere, it is likely that
the Bank will miss its stated objectives as it learns about how the new policy
works in practice. 20 This is not to say that the research on alternate policies such
as price-level targeting does not indicate there may be gains to be had from their
adoption.21 Instead, it is a recognition that a drastic change could have negative
impact on the Bank’s reputation and credibility. This not a small issue, since, as
we have seen during the global financial crisis and during COVID, a central bank
needs to be credible for tools such as forward guidance to work. Based on these
risks, and the historical success of the current inflation-targeting framework, I
would argue that the Bank should continue to examine the cases for unproven,
non-inflation targeting frameworks, but not switch to them in the 2021 agreement.
If we focus our attention on choices among inflation targeting frameworks,
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the toolbox will be important to mitigate the costs associated with the framework

we are left with a smaller set of options to consider. One would be to move to a
dual mandate (since the Federal Reserve’s policy is at least partly focused on an
inflation target); the other would be to change the targeted level of inflation. Since
I believe that the dual mandate would essentially expand the targets for the Bank
of Canada without expanding tools available to them (and the Governor is already
given discretion over how long it takes to return to targets), I am not convinced
that adopting a dual mandate offers significant benefits over our current flexible
inflation-targeting regime. Instead, it will tend to complicate communicating the
rational for rate movements, and add uncertainty about the weights assigned to

20 See the results of the experiments discussed Petersen and Wells (2020) and Kostyshyna et al
(2020) for an illustration of some of these challenges.
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See e.g., Eggertsson and Woodford (2003), Bernanke (2017a), Ambler (2009)
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leads me to the inevitable and important recurring question of whether or not we
should alter the target rate.

Should we adjust the
target rate?
Prior to the global financial crisis, the main debate was whether we should
lower the target below two per cent. This was, for example, a question posed by
Ragan’s (2005) survey of the literature in advance of the Bank’s 2006 renewal,
and has been an ongoing point of discussion since the suggestion in the original
1991 announcement that the long-run target would likely be below 2%. The case
for lowering the target rate primarily stems from the arguments that there are
costs associated with inflation, that the CPI may have a slight upward bias, and
that a lower rate of inflation should be closer to the goal of price stability and to
preserving the value of the national currency.22 Ragan (2005, 2000) argued that
there may be a small upward bias in the CPI, and that theory suggested transition
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different targets. In short, I believe the costs would outweigh the benefits, which

costs for disinflation were likely small. However, in his cost-benefit analysis,
he pointed out that there was little evidence one way or another that lowering
inflation in an environment with approximately two per cent inflation would lead to
significant gains in the long-run rate of aggregate or per capita output growth. More
importantly, there were at least three potential costs associated with such a move
that were also hard to quantify. First, he argued that the lower inflation target would
increase the likelihood that monetary policy at some point could be constrained
by the lower bound of the nominal policy rate – something that he viewed as
unlikely at the time unless very large shocks were to occur, but acknowledged
could occur nonetheless. The second and third costs were associated with the

22 See Koeppl (2020) for a detailed review of arguments in favour of adopting a 1% target, And
Robson’s (2020) discussion of the proposal to raise the inflation target.
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the effects that very low inflation can have on output and unemployment because
of downward nominal-wage rigidity.23 Based on the available evidence at the time,
he felt that the benefits of reducing the target to one per cent would outweigh
the costs, but argued that more research was needed before we could decisively
come to this conclusion. Ultimately, after its extensive consultations and in-house
research, the Bank agreed with this conclusion and the 2006 renewal again had no
significant changes to the framework.
As history now shows, we were fortunate that the inflation target was
not lowered. The shocks that hit the economy only a few years after the 2006
renewal caused the Bank of Canada to cut the policy rate to 0.25% - what
was then perceived as the effective lower bound. It was during this time that
the Bank and many other central banks attempted to stimulate the economy
using unconventional instruments such as forward guidance, large-scale asset
purchases, negative interest rates, and funding for credit facilities.24 While there
is still debate on key issues such as how effective the various unconventional
policies were, and how far interest rates may go below zero, the general
consensus is that these tools helped mitigate the negative impacts of the shocks.25
This last point is important, because it speaks directly to the debate on the costs
and benefits associated with increasing the inflation target.
The experience with the global financial crisis resulted in a discussion, both
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costs of perceived and actual deflation (with reference to Mishkin (2000)), and

in Canada and abroad, about whether the two per cent inflation target should now
raised to three or four per cent in order to decrease the probability that central
banks would again find themselves having to cut the policy rate to historically low
levels during a crisis and to rely on unconventional instruments.26 This option was
discussed in the 2016 renewal, but the Bank believed that the costs outweighed

23

Here he highlighted the work by Fortin (1996, 2004).

24 See https://www.bankofcanada.ca/markets/market-operations-liquidity-provision/achronology-of-crisis-response-measures/ for a timeline of the Bank of Canada’s actions during the
crisis.
25

See e.g., Charbonneau and Rennison (2015), and Swanson and Williams (2014).

26 See e.g., Blanchard, Dell’Ariccia and Mauro (2010), Ball (2014), Bernanke (2017b), Summers
(2018), Dorich et al (2018).
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has not been the only driving force behind the consideration (and the current
reconsideration) of a higher target. Mendes (2014), Chen and Dorich (2018) and
Carter, Chen and Dorich (2019) suggest that the nominal natural rate of interest
appears to have decreased by over a percentage point since the 2000s and now
appears to be in the range of 2.25%-3% for Canada, with evidence of similar
declines in the United States and elsewhere.28 This change in the natural rate, if it
persists, greatly increases the likelihood that central banks will have to cut rates
to 0.25% or lower in order to combat downturns. For example, Dorich et al (2018)
reports that, with a real neutral rate closer to one per cent, the unconditional
probability of being constrained by a 0.25% effective lower bound has increased
from approximately three per cent to fourteen per cent.29
The main benefits to implementing a three or four per cent target are that
it can help boost nominal interest rates, thereby giving the Bank more room to
cut at times when the economy slows, and that changing the target is easier
to communicate to the public than other polices such as price-level targeting.
However, for the Bank to raise the target now, we need to be convinced that these
benefits currently dominate the costs and will for the foreseeable future. A few
questions naturally arise: What are the costs or objections to the higher inflation
target? Is a low natural rate that increases the probability of the Bank’s having to
cut rates to 0.25%, reason enough to justify the move to a higher target? Do we
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the benefits of such a move.27 The recent experience with the global financial crisis

expect the natural rate to remain this low in the near to medium run?
Mishkin (2011) and Governor Poloz’s September 21, 2016 letter to the
Minister of Finance summarize the costs to inflation (which are essentially the
reasons there has been past support for a one per cent target).30 High inflation
acts a tax on cash holdings, and causes an overinvestment in the financial sector.

27 See Governor Poloz’s September 21, 2016 letter to the Minister of Finance, https://www.
bankofcanada.ca/wp-content/uploads/2016/10/Letter-Minister-Finance.pdf
28

See e.g., Del Negro et al (2017).

29 The estimates provided by Summers (2017), and Kiley and Roberts (2017) suggest that the US
rates could hit zero 30-40% of the time. However, Bernanke (2017b) discusses reasons why Kiley
and Roberts (2017) may be overstated and why studies such as Williams (2009) which suggested a
magnitude of 16% may be a more likely outcome.
30 https://www.bankofcanada.ca/wp-content/uploads/2016/10/Letter-Minister-Finance.pdf
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distortions of the tax system, and a redistribution of wealth. Some, such as Ball
(2014) and Blanchard, Dell’Ariccia and Mauro (2010), feel that these costs are not
large enough to outweigh the benefits of moving to a higher inflation target at this
time. However, others, including myself are less convinced.31 Currently, individuals
do not tend to spend a significant amount of time worrying about the costs of
inflation, because they are low when we are in an environment with only about two
per cent inflation. However, even Blanchard admitted on the Brookings Panel “The
options – Keep it, tweak it, or replace it, Should the Fed stick with the two per cent
inflation target or rethink it?”, that more time would be spent dealing with inflation
if it were to increase, and this will be a cost borne not just in times of crisis, but
for the duration of a regime with a four per cent target.32’33 The welfare costs of
inflation are also likely be largest for the elderly and the poor, thus exacerbating
problems of inequality.34 Mishkin (2011) and Bernanke (2010) have also expressed
concern that it would be more difficult to stabilize inflation at four per and to tie
down expectations. As Bernanke’s (2010) testimony stated, “..folks would say, well,
if we go to four per cent, why not go to six per cent?” The credibility that banks
such as the Federal Reserve and the Bank of Canada have gained by promising
price stability and achieving their targets over many years could be lost should
agents fail to believe price stability remains a key goal of the Bank – or if we change
the target now only to switch it back in the near future. Indeed, the results in
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It also leads to uncertainty about relative prices and the future price level, creates

Carter, Mendes and Schembri (2018) emphasize the importance of credibility and
the strong anchoring of inflation expectations in the conduct of monetary policy.
To make the case for an increased inflation target, we need to compare these
costs to the likely benefits of such a move. Inflation targets above four per cent

31 See e.g., Eichenbaum (2019), and Bernanke (2016, 2017b), as well as the papers and discussion
in this conference volume by Devereux (2020), Koeppl (2020) and Robson (2020).
32 See the transcript for the panel at https://www.brookings.edu/wp-content/uploads/2017/12/
panel-1-transcript.pdf.
33 The fact that individuals would face heighted inflation in good times and in bad under an
increased target has contributed to the debate about whether or not the banks should consider
price level targeting if frequently hitting the effective lower bound is an ongoing concern. See e.g.,
Krugman (1998) and Woodford and Eggertsson (2003).
34 See Cao et al (2018) for a discussion of the differences in the welfare cost of inflation borne by
heterogeneous households.
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we should examine how beneficial a move to a three or four per cent inflation
target would be with the current low real natural interest rate seen in Canada. In
addition to reporting on the probabilities of the Bank hitting near zero policy rates,
Dorich et al (2018) explore whether these higher inflation targets would enhance
macroeconomic stability in Canada. Their findings are based on simulations of
the Bank’s ToTEM model and a new Keynesian model with market segmentation
and incorporate the uncertainty about the unconventional monetary policy tools
at the effective lower bound, and the extent of the decline in the real natural rate
of interest. Their results clearly demonstrate that the magnitudes of the benefit
associated with moving to a three or four per cent inflation target critically hinge
on two elements: the effectiveness of the unconventional monetary instruments
and the level of the natural interest rate. Importantly, only modest gains are seen
if unconventional monetary tools – forward guidance and quantitative easing are available and if the effective lower bound is lower than 0.25%. For example,
they estimate that if the effective lower bound on the policy rate is believed to be
as -0.5% instead of to 0.25%, the unconditional probability of being constrained
falls from fourteen per cent to eight per cent if the real natural rate of interest is
one per cent.. The average duration of the effective lower bound period is 6.8
quarters at two per cent target, falling to 2.9 and 1.2 quarters if the target was
raised to three or four per cent, respectively. This confirms the narrative about
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would not likely be deemed very consistent with a goal of price stability. Therefore,

higher targets reducing the probability of hitting the lower bound, but the benefits
to increasing the target also depend on the behaviour of other variables. Dorich
et al’s (2018) simulations of the case in which unconventional instruments are
not used show that higher targets result in average output and inflation gaps that
are less negative during periods of large negative shocks. However, if quantitative
easing and forward guidance are used, there is only a minimal improvement in the
inflation gap and much of the gain in terms of the output gap is lost. Overall, they
conclude that for positive natural real rates of inflation, the benefits to moving to
a higher inflation target are modest if the Bank can use unconventional policies
– but become significantly larger if the natural interest rate becomes negative.
However, for these benefits to be realized, they stress that the central bank must
be perceived to be able to credibly commit to achieving a higher inflation target in
a timely manner. This condition, as many have argued, may not be easily achieved.
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positive, Dorich et al’s (2018) findings suggest the current benefits to moving the
target are modest if we believe that the rate stays in this low, but positive, range. Will
it, and if so, for how long? The recent decline in the natural rate has been linked to
factors such as lower potential output growth (related to changes in productivity
growth and labour input), higher global savings, and higher credit spreads with an
increase in the convenience yield. Even if we assume that the changes in savings
and credit spreads persist, the considerable uncertainty about the growth in
potential output translates into uncertainty about the future level of the natural rate.
Economists who subscribe to the secular stagnation hypothesis would suggest that
the natural rate could fall into negative territory: see, for example, Eggertsson and
Mehrotra (2017).
On the other hand, many others see the potential for growth rates to improve
significantly, due to the commercialization and applications of emerging innovations
such as AI, robotics, 3-D printing, Fintech and biotechnologies. These innovations
are considered by many to be macro-innovations or early-stage general-purpose
technologies. Moreover, if they produce gains similar to those seen in the past, we
are likely to turn the page on the period of slow growth witnessed in the last 15 years
and experience a significant boost to productivity.35 The evidence presented by
Alexopoulos and Cohen (2018, 2019) suggests that this was already beginning to
occur with the more recent productivity gains experienced in the US and Canada
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Given that the most recent estimates for the real natural interest rate are

pre-COVID, which were at least partly attributable to the diffusion of these
innovations. Importantly, the technological change in these key areas appears likely to
persist, given the trends in related patent filings and published works related to these
technologies. This rebound in innovation should increase the real natural interest rate,
making the gains from raising the inflation target even more modest than suggested
by Dorich et al (2018) and further underscores the conclusion that the benefits of
moving to a higher target at this time are likely less than the costs. Based on this
reasoning, and the recent analysis by Dorich et al (2020) demonstrating differences
in performance among alternate frameworks are relatively small, I argue the Bank
should maintain the status quo, but specifically incorporate guidance with respect
to the use of unconventional monetary policy tools.

35

See, e.g., Alexopoulos and Cohen (2018, 2019), Brynjolfsson and McAfee (2011), Mokyr (2014).
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My recommendation to maintain the status quo with the additional discussion
of forward guidance, quantitative easing and negative rates does not mean
that I oppose exploring other changes to the framework. There is one avenue
for change that I feel is more promising and which may decrease the negative
consequences of the Bank being constrained by the effective lower bound.
Christiano, Eichenbaum and Rebelo (2011) and others offer evidence that the
magnitudes of the fiscal multiplier increase greatly at the zero lower bound. This
suggests that fiscal expenditures are more effective at a time where the Bank
begins to be constrained by rate cuts. Therefore, I suggest the Bank should work
with the Government to incorporate some unconventional fiscal policies into the
framework. Unlike discretionary fiscal policy, or emergency stimulus packages,
the policies I am referring to would be automatically triggered once the Bank hit
the zero lower bound (or an agreed-upon effective lower bound). The automatic
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Mitigating the costs of
the effective lower bound
with unconventional
fiscal policies

triggering of the fiscal stimulus would eliminate the time required to debate and
pass legislation at a critical time, and presumably, the impact would be seen
sooner. The enshrinement of the polices in the agreement can reduce some policy
uncertainty for agents at a critical time, and coordination would help ensure that
the fiscal and monetary authorities work together to stability the economy in times
of serious downturns.
Eichenbaum (2019) discusses a number of potential options for
unconventional fiscal policies that may help mitigate the costs of reaching the
effective lower bound. For example, hitting the bound could trigger automatic
temporary tax cuts along the lines explored by Correia et al (2013), with the rates
returning to original levels when the lower bound no longer binds, and/or it could
automatically extend unemployment benefits by a predefined amount. Bartsch
et al (2019) recommend that the Government pre-emptively coordinate with the
central bank to become jointly responsible for the inflation target. In their proposal,
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activated when interest rates cannot be lowered further and a significant inflation
miss is expected over the policy horizon. The explicit object for the SEFF would
be to bring the price level back to target and is envisioned to operate on top of the
automatic stabilizers and other discretionary spending.
It is clear that work will need to be done to ascertain what the best
combination of unconventional fiscal policies may be. Some, like automatic
extension of the EI benefits discussed in Eichenbaum (2019) are likely a good
place to start. Not only do Christiano, Eichenbaum and Trabandt (2016) argue
that the positive impacts of unemployment benefits are likely greater at the
effective lower bound, but the Government of Canada decided to extend these
benefits during the global financial crisis as part of their stimulus package and
again during the COVID-19 crisis given they felt it had worked well previously.
Against this backdrop it should be relatively straightforward to make an argument
for reducing the time it takes to enact a policy that would likely be undertaken
by the Government should a similar situation present itself in the future. This
arrangement is simple to communicate to the public, it provides insurance to
those most affected during the downturn, and it has received support across party
lines when used during the global financial crisis and the pandemic. Furthermore,
since we will have data on the costs and benefits associated with the policy’s
use in two prior periods, it will be easier to forecast the relative costs to adopt
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a standing emergency fiscal facility (SEFF) would be created that would be

the policy going forward, and incorporate the policy into our models. Other
unconventional measures such as the automatic reduction of HST rates or a setup
like the SEFF may offer benefits, but would require more study before we should
consider their adoption. The main point is that a credible, coordinated stimulus
strategy, spelled out in advance, should help increase policy effectiveness, lower
uncertainty, and perhaps even reduce the amount of stimulus required or indeed
the need to rely on unconventional monetary policies when the ELB is reached.
While unconventional fiscal policy could be drafted as separate legislation,
I believe the five-year renewal framework would be a better starting point
for coordination in Canada. First, our experience suggests that five-year
commitments appear to be a long enough horizon to be able to help influence
individuals’ expectations. Second, by separating the discussion from the timing
of elections, we should be better able to focus on the substance of the arguments
absent political considerations. Third, policies designed after careful study and
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to deliver better outcomes. Finally, if coordination is our goal, altering an existing
five-year renewable commitment may be politically easier for a Government,
as opposed to drafting and passing separate new legislation. This especially the
case if it is understood that changes to the framework can be made every five
years, and that these changes are made only after significant consultation and
careful consideration of alternatives by individuals not running for political office.
The transparency of the process, the reliance on information gathered in a nonpartisan way, and the limited time span of each agreement, should reduce the
downside risks for the Government entering into such a framework, and provide
public confidence in the framework.

Conclusion
Overall, I believe that the Bank’s best option is to maintain the status quo in normal
times, and make use of unconventional monetary policy tools – negative interest
rates, forward guidance and quantitative easing - during periods where we hit
the effective lower bound on interest rates. The costs and benefits associated

The History of Inflation Targeting in Canada and the Case for Maintaining the Status-Quo

review, as opposed to ones borne out of necessity in the midst of a crisis, are likely

with the adoption of a vastly different, unproven framework are very uncertain,
and, under these circumstances, I feel the more prudent course is for the Bank to
renew the current framework with a history of proven benefits. Moving to a higher
inflation target may have some additional benefits. However, evidence supporting
the case that these benefits clearly outweigh the costs is weak, and may become
significantly weaker if the new advances in artificial intelligence, data science,
robotics and biotechnologies significantly boosts growth in potential output and
raises the natural rate of interest. Moreover, if we do return to a more normal
natural rate, it is not clear that raising the target now only to lower it again in the
near future would not have negative impacts on the Bank’s credibility in the future.
While I remain convinced that we should again renew the framework with
a two per cent target, I believe that the Bank should support and encourage
serious research into the costs and benefits of unconventional fiscal policies in
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incorporate some of these policies within the existing framework, to be triggered
only when the Bank hits a predetermined effective lower bound on its policy rate.
As Carter, Mendes and Schembri (2018) point out, our five year renewal structure
has helped monetary policy achieve its goals. The mandates laid out a policy that
was readily understood by the public and served to coordinate decision-making.
They also provided a joint agreement which gave the policy political legitimacy and
so enhanced its credibility, and a regular review and renewal process has led to
continual improvements of the framework and its operations, Lastly, the mandates
provided the Bank with operational independence to direct its tools towards
achieving its target. The same benefits should apply to any future agreement.
While solid estimates of the costs and benefits associated with the adoption
of a new monetary policy framework remain elusive, the same cannot be said for
fiscal measures such as extending employment insurance, altering payroll taxes or
changing the level of the HST. As such, it will be easier to make the case that the
benefits to incorporating some automatic fiscal responses to a crisis far outweigh
the downside risk. We have been trendsetters in the past with our early adoption
of inflation targeting, and if we choose to adopt a coordinated framework, I believe
we will be again.

Michelle Alexopoulos
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Canada, and explore the feasibility of working with the Government of Canada to
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Thanks to Michelle Alexopoulos for providing me with the private sector
forecast data of Figure 3 in the paper
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Introduction
Professor Alexopoulos recommends the continuation of the status quo of the
inflation control target at two per cent, the midpoint of the one to three per cent
target range, and the continuation of using unconventional monetary policy tools
when the zero lower bound2 on nominal interest rates is binding. She argues that
an increase in the inflation target would lead to a costly loss in credibility and that
the benefits of an increase would be small. A higher inflation target is expected to
increase nominal interest rates, so the benefits of a higher target hinge on the
level of the natural interest rate and the effectiveness of unconventional monetary
policy. Recent estimates of the real natural interest rates in Canada are positive
and may rise in the future. Professor Alexopoulos also argues that unconventional
monetary policy provides effective monetary policy tools when the zero lower
bound is binding. In addition to continuing the status quo, she recommends the
introduction of unconventional fiscal policy (unconventional fiscal policy) that
would work in tandem with unconventional monetary policy to bring inflation back
to target when the zero lower bound is binding.
The introduction of unconventional fiscal policy is particularly thoughtprovoking and very relevant in the current economic downturn, a consequence
of the COVID-19 global pandemic. But I argue here that the continuation of
the status quo involves costs in addition to those discussed in the paper and
that these costs could tip the scales toward an increase of the inflation control
target. Specifically, raising the target would bring actual inflation more in line
with consumer expectations. It would also decrease the likelihood of the Bank of
Canada’s needing to resort to unconventional monetary policy. Roughly speaking,
unconventional monetary policy can be divided into central bank communications,
or ‘forward guidance’, and asset purchases, or ‘quantitative easing’ (QE). As
discussed below, QE can undermine central bank independence and leaves the
Bank increasingly exposed to political pressure.

2
The effective lower bound on nominal interest rates may not be exactly at zero but slightly
above or below. The important point is that in the presence of cash, there exists a lower threshold
for nominal interest rates.
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Unconventional fiscal policy
Exploring unconventional fiscal policy that could be activated when the
Bank is implementing unconventional monetary policy is a great suggestion.
Unconventional fiscal policy seems particularly useful in response to large
negative supply shocks when monetary policy easing only has limited impact on
economic activity. Current fiscal responses and those in response to the global
financial crisis will provide insight on the usefulness of various programs; see
Robson (2020). Short-term programs with specific targets seem preferable than
temporary changes to broad measures such as the Harmonised Sales Tax as this
can have important adverse supply effects; see Claus (2013).
Large negative shocks require large fiscal responses. In addition to creating
a formal framework between the Department of Finance and the Bank, the
unconventional fiscal policy framework should include binding constraints on how
much can be spent overall and on how much of the extraordinary fiscal spending
can be financed by Bank purchases of federal and provincial government bonds.
These constraints are particularly important given that Canada does not have
formal fiscal rules. Decisions affecting debt sustainability should preferably not be
made during a downturn. The binding constraints should take into consideration
government debt before the downturn and the constraints should allow for
potentially large rises in interest rates. Large government debt raises the incentive
to reduce the debt burden by allowing higher inflation, which puts upward
pressure on nominal interest rates. Large government debt may also raise the
term and/or risk premia, which also puts upward pressure on interest rates.

Increase the inflation target?
Two important considerations should be included when contemplating the
efficacy of the current inflation target. First, consumer inflation expectations
do not seem anchored at the two per cent target and second. unconventional
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around the world is already putting political pressure on central banks (Goodhart
and Lastra, 2018) and unconventional monetary policy may leave the Bank
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monetary policy may undermine central bank independence. Rising populism

exposed to political pressure. Monetary policy outcomes and credibility are not
only affected when the political pressure is real but also when markets and the
public believe that there is political pressure; see Binder (2018).

Consumer expectations
Professor Alexopoulos identifies four main channels for transmitting monetary
policy changes to the economy. Policy changes affect commercial interest rates
and other financial asset prices, the exchange rate and expectations. Here, I will
focus on the expectations channel, in particular consumer inflation expectations.
Although private sector forecasts are close to the two per cent midpoint
of the target range, consumer expectations remain stubbornly above two per
cent. Figure 1a reproduces Figure 3 in Alexopoulos (2020) with added consumer
inflation expectations. The figure gives two-year ahead inflation expectations
of Canadian private sector forecasters with two- and five-year ahead consumer
inflation expectations from the Canadian Survey of Consumer Expectations
(CSCE), a new consumer survey published by the Bank. The graph illustrates
that, although private sector inflation forecasts seem well anchored, consumer
two-year inflation expectations are around three per cent (the top of the target
range), while the expectations for five years ahead are clearly above the target
range. These surprisingly high consumer inflation expectations are not unique to
Canada and are observed in the other two early adopters of inflation targeting:
New Zealand in 1989 and Australia in 1992; see Figure 1b.3 Various explanations
have been put forward for the persistently high consumer inflation expectations,
such as, personal experience with inflation (Ehrmann and Tzamourani (2012)
and Malmendier and Nagel (2016)), consumer cognitive limitations (Cavallo et al.
(2017) and D’Acunto et al. (2019a)) and cognitive biases (D’Acunto et al. (2019b),

3
The Reserve Banks of Australia (RBA) and New Zealand (RBNZ) do not publish 2-year ahead
inflation expectations.
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These errors in expectations matter from a public policy perspective.
Consumption is over half of gross domestic product (GDP) and consumer inflation
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Bordalo et al. (2013) and Georganas et al. (2014)).

expectations matter for consumer consumption and saving decisions; see Dräger
and Nghiem (2020). Incorrect expectations induce costly errors in consumer
decisions and result in welfare losses for the overall economy. In addition,
there is considerable heterogeneity in consumer expectations. Kpekou (2020)
demonstrates that, using the Bank’s CSCE dataset, forecast errors are large for
low income/low education households, in line with findings for other countries:
see, for example, Bruine de Bruin et al. (2010), Claus and Nguyen (2020),
Del Giovane et al. (2009) and Jonung (1981). This suggests that the costs of
erroneous expectations are large for Canada’s most vulnerable. Enhanced central
bank communication may decrease forecast errors. However, given that the
inflation target has been in place for 30 years and central bank communications
do not seem to reach large parts of the general population (see Kumar et al.
(2015) and Binder and Rodrigue (2018)), increased Bank communications seem
unlikely to bring consumer expectations, in particular of those of Canada’s most
vulnerable, in line with the current target.
Figure 1a:
Inflation Expectations – Canada, 2-year and 5-year ahead

Alexopoulos (2020) p. 12 and CES_C1_MID_TERM; CES_C1_LONG_TERM https://www.
bankofcanada.ca/?p=208746; Accessed 12 Aug 2020
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Figure 1b: Consumer Inflation Expectations, 1-year ahead

Canada: CES_C1_SHORT_TERM https://www.bankofcanada.ca/?p=208746}
Australia: Consumer inflation expectations - 1-year ahead; Table G3, https://www.rba.gov.au/
statistics/tables/#inflation-expectations
New Zealand: B3. Expected inflation 1-year - mean; Table M13; https://www.rbnz.govt.nz/statistics/m13
All data accessed 12 Aug 2020

Central bank independence
I agree with Professor Alexopoulos that there is considerable upside risk
to inflation from increased productivity growth reflecting innovation and
technological progress. However, more negative shocks are also likely. Large and
permanent oil price declines and a new wave of financial instabilities are well
within the realms of possibilities. With the current inflation target, this means that
the Canadian economy may push again against the zero lower bound in the not so
distant future and ‘unconventional’ monetary policy will become more frequent
and may start to be considered as ‘conventional’ policy.
The use of unconventional monetary policy poses a number of questions.
The most basic question is that if unconventional monetary policy is useful in
implementing monetary policy, why not abandon conventional monetary policy
in favour of unconventional monetary policy even in times when the zero lower
bound is not binding? I focus here on the risk to central bank independence that
QE, one aspect of unconventional monetary policy, poses.
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interest rate to trading government bonds across all maturities and to trading in
corporate bonds and derivatives such as mortgage-backed securities, from the

Discussion

Moving from trading short-term government bonds to achieve an overnight

Bank’s traditional role as lender of last resort to market maker of last resort, is
a slippery slope. This slippery slope is perhaps a reason why the Bank’s recent
purchases of Canada Mortgage Bonds were to support the well functioning of key
financial markets rather than a measure of QE. Purchases of mortgage-backed
securities can be part of QE (see Band of Canada, 2015) and are allowed under the
Bank of Canada Act (see Minister of Justice of Canada, 1985).
In financial markets, perceptions matter and the Bank’s purchases in the
mortgage-backed securities market could be perceived as market making. To
illustrate, as part of the COVID-19: Actions to Support the [Canadian] Economy
and Financial System,4 on 17 March 2020, the Bank began purchasing Canada
Mortgage Bonds to a total of over $1 billion in March and over $2 billion in April;
see Table 1. These purchases represented about nine per cent of net new issues
of NHA mortgage-backed securities in March and about 147 per cent of net new
issues in April 2020. March saw the largest rise in net new NHA mortgage-backed
securities issues since November 2011.
Table 1: Canada Mortgage Bond Purchases
Date

Canada Mortgage Bond, 1 millions

Share in National Housing Act
mortgage-backed securities2

March 2020

$ 1,088

9.3%

April 2020

2,127.5

146.8%

1 Amount purchased; https://www.bankofcanada.ca/?p=211250; Accessed 3 August 2020.
2 V111900674; Term securitizations: National Housing Act (NHA) mortgage-backed securities;
Canada and abroad - Net new issues; 1 April 2020 and 1 May 2020 data;
https://www.bankofcanada.ca/?p=196860; Accessed 3 August 2020.

4
see https://www.bankofcanada.ca/markets/market-operations-liquidity-provision/covid-19actions-support-economy-financial-system/; Accessed 13 July 2020
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been on policy makers’ radars. House price growth in Canada slowed at the end of
2019 and the beginning of 2020. House price rises in Canada’s major metropolitan
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High house prices, lower housing affordability and high household debt have long

areas ranged between -2.4 per cent in Calgary and 3.2 per cent in Ottawa-Gatineau;
see Figure 2. To abstract from quality improvements, Figure 2 gives Resale
Residential Property Prices. The large Canada Mortgage Bonds purchases by the
Bank coincided with a rebound in house price growth, to 3.6 per cent and 4.6 per
cent quarterly growth in Montréal and Toronto, the two cities most heavily impacted
by COVID-19 and its lock-down; see Figure 2. In fact, in times of unprecedented
job losses, economic contraction and uncertainty on the outlook of the Canadian
economy, house prices in six metropolitan areas rose about 3.6 per cent in the
second quarter of 2020 to reach about six per cent growth year-on-year.
Figure 2: Residential Property Price Index, Resale

Table: 18-10-0169-01; https://www150.statcan.gc.ca/t1/tbl1/en/
tv.action?pid=1810016901; Accessed 3 August 2020.

Moving from a lender of last resort to a market maker of last resort will likely lead
to a decrease in central bank independence. When a central bank extends its
influence over the economy it seems likely that the government will either seek
to regain control or harness the control; see van t’ Klooster and Fontan (2019).
Although Canada Mortgage Bonds and corporate bond purchases were small
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the purchases set a precedent. It may be difficult for the Bank to resist political
pressure to intervene in the mortgage market to offset a correction in the
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compared to overall purchases of federal and provincial government bonds,

Canadian real estate market or to resist political pressure to purchase corporate
bonds of Canadian resources firms during, perhaps, structural adjustments in oil
prices. Unconventional monetary policy seems to pose a fundamental threat to
the independence of the Bank. A higher inflation target may not avoid nominal
interest rates pushing against the zero lower bound but it would decrease the
likelihood of having to resort to unconventional monetary policy.

Final thoughts
The Canadian economy is currently going through its second major crisis in less
than fifteen years, underlining the need for sound macroeconomic policy. The
unconventional fiscal policy proposed by Professor Alexopoulous could be a great
addition to the Bank’s toolbox in countering economic downturns. But there are
important costs to keeping the status quo of the current target range that may tip
the scale toward increasing the target. Now might be an opportune time to do so,
since there are already substantial inflationary pressures on the horizon.
It seems likely that the Bank’s large-scale asset purchases in response to
the COVID-19 pandemic will eventually feed into pressure on prices. In addition,
the Canadian government, just like other governments around the world, may be
tempted to lessen the public debt burden through higher inflation. Increasing the
inflation target need not necessarily lead to a loss of credibility. The Reserve Bank
of New Zealand (RBNZ) that first introduced formal inflation targeting increased
its target twice5 without additional inflationary pressures or loss of credibility.

5
From 0-2% to 0-3% in December 1996 and from 0-3% to 1-3% in September 2002; https://
www.rbnz.govt.nz/about-us/nz-economic-and-financial-chronology; Accessed 5 August 2020
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