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heavy economic cost in countries where growth will slow sharply as inflation rises.
Balancing these economic costs against the need for inflation control is no easy task. A
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Lower government spending on goods and services could help lower inflation. In our macro model, a fall of Canadian government
expenditures in goods and services decreases the output gap and, therefore, inflation. Consequently, the Bank of Canada would need to
tighten its policy rates by less to achieve the same path of inflation if governments persistently reduce their consumption expenditures
(chart 1). It is thus possible to shift some of the burden of adjustment away from the private sector and onto the government with better
coordination between monetary and fiscal authorities.

Toillustrate this, we use our model to estimate how much government consumption would need to moderate in order to limit the increase
in interest rates to 2.25% while achieving the same inflation path as our current forecast. There is no magic to 2.25%. We merely use this as a
point estimate to illustrate the potential impact of a different policy mix. Our current forecast predicts the Bank of Canada raises its policy
rate to 3.00% by the end of this year. Furthermore, our forecast assumes a cumulative increase in real government consumption of 4.8%
through 2024. In and of itself, this assumes a reasonably low pace of increase in government spending relative to the post-2015 period. Our
analysis suggests that a more moderate cumulative increase of 2.5% in real government spending through 2024 would allow the Bank
of Canada to end its tightening cycle with a policy rate of 2.25%.

This coordinated approach would have significant impacts on the composition of growth going forward, that would result in higher
private demand and lower government demand. This of course, would be a very desirable outcome. The impacts are laid out in chart 2,
which calculates the impact on key components of GDP from reductions in the policy rate associated with various levels of cuts in
government spending. For instance, in the fight against inflation, a 2.3% reduction in government consumption is equivalent to a 75bps
reduction in the peak policy rate. The associated positive impacts on consumption, business investment and residential investment are
clear. Moreover, this shift in the composition increases potential GDP (the economy’s natural speed limit) while also limiting, but not
eliminating the correction in house prices associated with higher interest rates. Finally, the lower path for interest rates would put some
downward pressure on the Canadian dollar, boosting our exports.

Of course, the opposite is also true. A rise in government spending would increase the adjustment required by the private sector to reduce
inflation. Given our output gap-based approach to forecasting inflation, there exists a linear relation between potential adjustments to
government spending vs the tightening required to control inflation. In turn, this leads to a direct relationship between the reduction in
government spending and the adjustment required by the private sector.

An alternative approach would be for the government to reduce transfers instead of its spending on goods and services. This may be
appealing in that a large component of the government stimulus behind the global surge in inflation was composed of direct transfers to
firms and households. However, the impact on GDP of transfers is about a third of what it is for direct government expenditures as much of
the transfer is saved. A helpful feature of this approach is that it increases the equilibrium labour force participation rate, which also raises
potential output. As appealing as this approach may seem, it hardly seems possible that governments would entertain this given the
direction taken by some to provide direct financial assistance to households to help them manage the impact of inflation.

There are a number of important caveats to this analysis. Governments always juggle multiple priorities. We know that identifying areas to
cut expenditure is politically challenging. We also know that cuts in government spending ultimately find their way into the private sector.
Moreover, many types of government spending are critically important to the economy and our growth potential. These include spending
on childcare and education, which have unquestionably positive impacts on our growth potential if done effectively and efficiently. We
would not advocate a slash and burn approach but careful and targeted reductions in spending. The simple reality is that firms and
households are going to be making trade-offs as they incorporate higher inflation and financing costs in their budgets. It seems
unreasonable for governments not to do the same and in so doing reduce the adjustment required by the private sector.

CONCLUSION

The Bank of Canada should not be fighting inflation on its own, despite its explicit inflation control mandate. Better coordination of
monetary and fiscal policies in Canada could lead to a return of inflation to target with less impact on the private sector. It is hard to see how
this wouldn’t be a desirable outcome.
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