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On the Loonie/Greenback pairing 

By James Christopher Brewer 
 

Introduction 

It was my hope that Janet Yellen’s announcement last Thursday would have rendered this article moot had 

the Fed’s decision been to raise interest rates. However, we now see that Yellen is not the right fit for the 

job. In fact, the question could be asked about whether Larry Summers would have followed the same path 

that Yellen has thus far, and if not, whether his nomination was dismissed as a result of this perceived 

difference in thinking, i.e. a ‘risk’. It is unfortunate that Yellen has failed to ‘do the right thing’ and is 

obviously not fit to sit as the Chairwoman of the Federal Reserve System. 

 

The above diagram depicts the Federal Fund Rate between 2007 and 2010. While the effective rate and 

target rate, as expected, have differed slightly, they continue to move closely in tandem and have remained 

mostly unchanged since 2009. As the Federal Reserve (“the Fed”) began to pay interest on excess reserves 

in October 2008. This interest rate established a floor under the federal funds rate and thus established a 

somewhat in-effect corridor system. However, the Fed has not officially adopted such a system and this 

short piece points to the merits of such a consideration.  

The following information is a summary based on the Bank of Canada Working Paper 2012-15 by Nellie 

Zhang, the 2010 4th Quarter Economic Review by George A. Kahn of the Federal Reserve Bank of Kansas 

City, and the April 9, 2015 Citi Research (Global Economics View) High Time To Get Low: Getting Rid 

Of The Lower Bound On Nominal Interest Rates, by William Beuter and Ebrahim Rahbari. 
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The Canadian Dollar 

Historically, the Canadian dollar (“the Loonie”) has been dependent on the export-import conditions of the 

Canadian economy. The Canadian economy’s trade is reliant on the US economy and its demands for 

Canadian exports. Thus, as the demand for Canadian exports falls, ceteris paribus suggests that the Loonie 

will depreciate against the Greenback. By definition, a depreciation results from the decrease in the value 

of an exchange rate, i.e. C$1:US$1 => C$1:US$0.75. In addition to the current account, the de facto central 

bank, the Bank of Canada, dictates monetary policy which has direct impacts on the exchange rate.  

Figure A 

 
 

As depicted by Figure A, we have seen a relatively consistent depreciation of the Loonie against the 

greenback. Has this been a result of the two textbook factors: Higher interest rates and lower inflation than 

the currency pairing country? The depreciation is primarily attributed to falling oil prices.  

Background on the Interest-Rate Corridor System 

The responsibility of the Bank of Canada (“the Bank of Canada”) is to focus upon a low and stable inflation 

rate, a stable financial system, a safe and secure currency, and the efficient management of government 

funds and public debt. Most central banks implement their monetary policy through the control of overnight 

interest rates. In Canada, the Bank of Canada uses the following framework: a pure interest-rate corridor 

system1.  

This framework, interest-rate corridor system, utilizes standing facilities to control the overnight interest 

rate and thus, establishes an operating band that contains the movements of the overnight interest rate. The 

framework requires an operating band, which is a ceiling and floor. The ceiling or upper limit of the 

operating band is the interest rate the Bank of Canada charges participants on overnight overdraft loans. 

This is the bank rate. The floor or lower limit of the operating band is the interest rate the Bank of Canada 

pays participants on their deposits held overnight at the Bank of Canada. This is the deposit rate. 

                                                      
1 This is also be referred to as a “tunnel” or “channel” system. 
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As Figure B below shows, the overnight interest rate is maintained within the upper and lower limit of the 

operating band, such that the aggreg3ate demand for settlement balances is a downward-sloping S-shaped 

curve. As the Bank of Canada is the de facto central bank, its supply of money is perfectly inelastic, and 

thus the demand curve is the only non-elastic but close-to-perfect elasticity curve. The demand for 

settlement balances is the most elastic at the intersection between the demand and supply of settlement 

balances. This indicates that as the overnight interest rate falls, the demand for settlement balances increases 

(i.e. closer to the deposit rate) and such that the demand for settlement balances could theoretically be 

increasing to infinity. Therefore, the Bank of Canada can target an overnight interest through controlling 

the bank and deposit rate. See: Tiff Macklem’s Information and Analysis for Monetary Policy: Coming to 

a Decision on how the Bank of Canada prepares and schedules their monetary policy announcements. 

Figure B 

 

An advantage of having an interest-rate corridor system is that during periods of economic contraction, e.g. 

2007/8 Financial Crisis, the Bank of Canada could make adjustments to its framework. These adjustments 

included:  

1. Setting the target overnight interest rate at the bottom of the operating band, as opposed to the 

midpoint of the operating band; 

2. Narrowing the operating band from 50 basis points to 25 basis points; and  

3. Expand the target daily level of settlement balances in the Canadian Large Value Transfer System 

(LVTS) from $25 million to $3 billion.  

The first two adjustments meant that the Bank of Canada was setting an effective lower bound (ELB) on 

the overnight interest rate, while the third adjustment intended to create competition among LVTS 

participants in loaning out surplus funds at the end of each business day. Thus, these three adjustments 

collectively pushed the overnight interest rate down and closer to the lower boundary of the interest-rate 

corridor. 
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However, further to Figure B, below is Figure C, a modification to Figure B where Nellie Zhang of the 

Bank of Canada draws from Whitesell’s static model for interest-rate corridor systems. Whitesell’s model 

assumes that a financial institution (involved in the demand for settlement balances) has an approximate 

idea about its target end-of-day funds position, T, however, not with perfect certainty. 

It should be noted that Whitesell includes a random liquidity shock, E, that accounts for events that occur 

throughout the day. Note that Whitesell’s stochastic estimation error is assumed to have a zero mean, i.e. 

E(E) = 0, i.e. raising the quality of the estimator. 

Figure C 

 

Figure C keeps the central bank’s target overnight interest rate, i*, set between the bank rate and the deposit 

rate previously mentioned. Furthermore, the market rate, i, is the interest rate which financial institutions 

deposit funds with each other in the overnight money market. Therefore, financial institutions considering 

the position of their respective end-of-day funds must choose between i and i*, such that with the random 

liquidity shock incorporated, the financial institution is left with two types of costs: 

1. Opportunity cost of depositing a positive settlement balance at its respective central bank account 

vs. lending funds to other financial institutions which yields a higher rate at the market rate. 

 As a function, this is: (𝑇 + 𝜀)𝑥(𝑖 − (𝑖∗ + 𝑠), where (𝑇 + 𝜀) > 0.2 

2. Additional cost of taking overnight advances from the central bank to fulfil its negative settlement 

balance vs. borrowing from other financial institutions at the market rate. 

 As a function, this is: (𝑇 + 𝜀)𝑥(𝑖∗ + 𝑠 − 𝑖), where (𝑇 + 𝜀) < 0. 

  

                                                      
2 Note that s is equal to half the operating band, i.e. (bank rate – deposit rate)/2, given the assumption that the upper 

and lower limit of the operating band has a symmetric distribution. 
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The model makes the following three assumptions:  

1. It assumes that a financial institution’s demand for central bank settlement balances is simply the 

inverse of the optimal amount of settlement balance for a typical financial institution. This assumes 

that the optimal amount of settlement balances of a typical financial institution is: 

 𝐹(−𝑇∗) = (
1

2
+

𝑖−𝑖∗

2𝑠
). 

2. Second, the model assumes that the aggregate demand for settlement balances in the system is 

obtained by summing the individual demand over all participants who have access to the central 

bank liquidity facility. That is: 𝐷 = ∑ 𝑇𝑗
∗

𝑗 = −∑ 𝐹𝑗
−1 (

1

2
+

𝑖−𝑖∗

2𝑠
) .𝑗  

3. Third, the random liquidity shock (𝜀) is assumed to be normally distributed, with zero mean and 

non-zero variance. That is: 𝐷 = −Φ−1 (
1

2
+

𝑖−𝑖∗

2𝑠
)∑ 𝜎𝑗𝑗 . 

Therefore, as the operating band expands, i.e. difference between bank rate and deposit rate increases, the 

demand for settlement balances expands vertically while the interest-rate elasticity of demand decreases 

near the target overnight interest rate. On the other hand, if uncertainty about liquidity shocks rise, the 

demand curve will expand horizontally (and thus contract vertically) and the interest-rate elasticity of 

demand increases around the target overnight interest rate. 

Zhang draws on the main advantage of a pure interest-rate corridor system being that as long as the target 

overnight interest rate is at the midpoint of the operating band, the demand for central bank settlement 

balances should be near zero. However, the assumption here is that liquidity shocks have a symmetric 

distribution, which is difficult to hold in application. Thus, the central bank must provide a ‘small’ positive 

amount of settlement to the financial system, rather than near zero quantity. 
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Operating at the Effective Lower Bound 

During periods of economic downturn, e.g. 2007/8 Financial Crisis, an increased demand for liquidity 

results from higher investor risk aversion. In response, the central bank can lower interest rates to keep the 

economy effectively functioning at the expected consumption rate. However, in order to lower interest rates, 

the central bank, under a corridor-system, needs to supply a substantially larger amount of excess settlement 

balances in order to create a downward pressure on the overnight rate. Thus, as financial institutions 

consequently hold a considerably larger amount of excess central bank balances than previously, two 

conditions are created: 

Aggregate demand is spurred by the additional stimulus as financial institutions are encouraged to purchase 

financial assets and support otherwise contracted lending practices (due to risk aversion and asymmetric 

information). 

As the overnight funds market is near the lower boundary of the operating band, the central bank is able to 

take advantage of the interest-elastic part of the demand curve for excess settlement balances (as depicted 

in Figure D). 

Figure D 

 

Lower confidence in the markets cause financial institutions to hoard more liquidity due to their operational 

and regulatory precautions, and individual investors hold more central bank notes and less interest-bearing 

instruments. As mentioned previously, the Bank of Canada responded during 2007/8 by making three 

adjustments: narrowed the operating band, lowered the target rate, and expanded excess settlement balances 

to $3 billion from $25 million. The result is depicted in Figure D as D to D1.  

Four of the five largest central banks (the Federal Reserve, Bank of England, Bank of Canada, and Bank of 

Japan) now operate under a floor system; such that, the interest rate paid on deposits at the central bank has 

now been pegged at the target policy rate. As central banks of advanced economies now operate at their 

lower bounds of the floor system, the question now seems to be towards how policy rates can be modified 

with the existence of the ELB on interest rates. Furthermore, a problem can be the existence of a negative 

spread between the average overnight interest rate and the central bank’s deposit rate; however, where this 

has existed, only a few countries have shown material frequencies. 
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The lack of upward movement of the overnight interest rate is being made worse by three factors: 

1. Not all overnight market participants (i.e. LVTS) have access to the central bank deposit facility, 

especially in Canada. This creates a segmentation in the market rate for overnight funds as LVTS 

participants are able to borrow at lower than deposit rates from non-LVTS participants who lack 

the dual-choice of LVTS participants. 

2. There is a lower opportunity, potentially due to the compliance procedures of financial institutions, 

for an arbitrage of the spread between the overnight interest rate and deposit rate. 

3. As a result of the 2007/8 Financial Crisis, LVTS participants may have adopted new compliance 

procedures that has lowered their list of potential business partners for overnight funds. This lowers 

the bargaining power of the LVTS lenders, which effectively lowers the bank rate and narrows the 

operating band. 

The lack of potential for an upward movement in the overnight interest rate is a concern which Buiter and 

Rahbari discuss as they point towards the fact that 34 of 69 central banks have cut their policy rates in 2014 

and expect that another 12 central banks will continue with further interest rate cuts.  

Figure E 

 

Figure E shows the relatively tight spread between central bank policy rates among the selected countries. 

As pointed out previously, a negative spread between the average overnight interest rate and policy rate is 

currently being experienced by the European Central Bank (Refi Rate: 0.05%; Marginal Lending Rate: 

0.30%; and Deposit Rate: -0.20%), the Swiss National Bank, the Swedish Riksbank, and the Danish 

Nationalbank. 

Buiter and Rahbari are quick to point out that the problem for an upward push for policy rates during a 

period with an ELB on interest rates stems from the existence of currency which is a non-interest bearing 

bearer obligation with a zero nominal interest rate. However, getting rid of the ELB does not negate the 

need for non-interest rate dependent monetary policy, i.e. further rounds of quantitative easing. Furthermore, 

the previous ‘simplicity’ in implementing an interest rate corridor system should not be expected. Thus, 

central banks cannot effectively lower interest rates much below zero when inflation is below target and 

aggregate demand is in need of strong stimulus. 



James Christopher Brewer 

8 

 

Central banks are now swimming in their own vicious trap, with a functioning ELB, while experiencing 

low inflation and aggregate demand, which binds their central bank policy rate. However, while what Buiter 

and Rahbari put forth as solutions to the ELB is somewhat questionable, they highlight future systemic 

issues that could modelled for the future. The three modifications are as follows: 

1. Abolish currency altogether: 

 We have not reached the stage of having a proto-post scarcity economy (see Proto-Post 

Scarcity Economy by Rick Webb). 

2. Modify currency to become interest-bearing: 

 This is impractical in current practice, and the concept of taxing currency has been put 

forward by John Maynard Keynes and essentially looks to pay either a positive or negative 

interest rate on currency. 

3. End the fixed exchange rate between central bank reserves and currency/money supply: 

 This would see the central bank supply its reserves and currency at the official policy 

interest rate; however, while keeping the exchange rate between reserves and currency 

constant, the official policy (deposit) rate should be kept greater than zero. 

Buiter and Rahbari conclude by positing that they expect increased downward pressure on policy rates 

within the 2015 fiscal year. In fact, they expect that negative nominal interest rates will become the norm 

as it becomes better understood by the public. However, as advanced economies continue to operate at or 

near their ELB, continued weak aggregate demand may call for added monetary stimulus. Therefore, policy 

dilemmas between fiscal/monetary contraction/expansion will become increasingly common (e.g. Austerity: 

here is my four-part comment on Paul Krugman’s The Austerity Delusion). 

Figure F 

 

The above Figure F depicts the 10-year historic interest rate corridor of the Bank of Canada between 2001-

2010; however, rates have recently moved lower as a result of low aggregate demand and depressed oil 

prices for the Loonie. The interest-rate corridor system has been kept and the overnight target rate has 

consistently remained within the corridor when moving upwards and downwards. Therefore, as 2014 was 

one of the first times in recent history where the monetary policy of Canada did not follow suit with that of 

the US, we will conclude by evaluating whether the discussion on having an interest-rate corridor system 

in the US is material to the Fed. 
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A US interest-rate corridor system 

In principle, the change in October 2008 by the Fed to begin paying interest on excess reserves exhibits the 

formulae of an interest-rate corridor. However, while a formal adoption has not been made, the interest 

payments on excess reserves has effectively established a floor, i.e. if a lower interest rate for deposits on 

excess overnight funds is available in the market, the financial institution would choose the comparatively 

higher deposit rate at the central bank. Furthermore, a bank rate will need to be established for funds being 

borrowed in the overnight market. This will establish an operating band from which the Fed can target an 

overnight interest rate. 

Traditionally, the Federal Open Market Committee (FOMC) has instructed the Fed’s Open Market Trading 

Desk (“the Fed’s Desk”) at the New York Federal Reserve to conduct open market operations. The Fed 

effectively controls the supply of reserves and it is the job of the Fed’s Desk to increase/decrease the supply 

of reserves to the market and consequently manipulate the federal funds rate to fall, and vice versa. However, 

the Fed does not exert complete control as exogenous factors can affect the effective rate and thus a disparity 

between the effective and target rate is expected and seen (Figure in the Introduction). 

The Fed thus estimates the quantity of excess reserves demanded and the Fed’s Desk executes the supply 

of necessary reserves to meet expected demand at the target federal funds rate. The modifications to US 

banking regulations and compliance procedures as well as updated Bank of International Settlement rules 

has kept the demand for reserves positive. Although the demand for reserves has always been greater than 

zero (unlike the theoretical assumption of the interest-rate corridor system), the demand for reserve and 

settlement balances at the Fed has been inversely related to the Fed’s funds rate. This is obvious as: 

1. Higher interest rates cause financial institutions to reduce their holdings of transactional deposits 

(those subject to reserve requirements) and increase their holdings of higher-yielding non-

transaction accounts (those not subject to reserve requirements); and 

2. Higher interest rates cause financial institutions to limit their holdings of reserves and settlement 

balances as it is, in the short-term, earning a lower spread on its lending operations. 

Thus, the opportunity cost for financial institutions to hold reserve and settlement balances rises as interest 

rates increase. As inefficiencies in the financial institutions regulatory operations and compliance procedure 

has been ‘squeezed out’, financial institutions will continue to look for ways to economize on their holdings 

regardless of interest rate movements. Furthermore, as the supply of reserves in the market has expanded 

fourfold since the 2007/8 financial crisis, the traditional framework of the Fed should consequently be 

revaluated. In fact, the Fed’s balance sheet has experienced a five-fold increase, from 2007/8, to $4.5 trillion. 

With the Fed funds rate continues at an all-time low and as US financial institutions swamped with cash, 

the Fed’s Desk will have little material impact on the Fed’s fund rate if it were to begin contracting the 

supply of excess reserves. Therefore, the Fed has assured the market that they will not carry out the only 

way this could be reversed: sell the previously purchased bonds back to investors and thus shrink its balance 

sheet. In this instance, an interest-rate corridor system could limit volatility in the policy rate and thereby 

isolate the policy rate from the size of the Fed’s balance sheet. 

As of 2012, the Fed’s recent innovation has been the “dot plot.” This has become primarily attributed with 

being a market mover and is now closely watched by investors who are looking for a clear indication on 

future policy rates. Officially, the FOMC schedules eight policy-setting sessions a year in order to formulate 

monetary policy. The most recent dot plot shows that the Federal Reserve System is somewhat divided on 

domestic data forecasting economic growth, unemployment, inflation and other factors. In fact, between 

2012 to 2015, the markings on the dot plot initially progressed higher yet consequently moved lower in the 
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last few quarters since 2014. Investors have begun to become over-reliant on the dot plot which has almost 

overshadowed and undermined the words delivered by Chairwoman Janet Yellen. Decreased legitimacy of 

the Chairwoman’s announcement shows a lack of leadership and a potentially divided consensus in the 

FOMC. Therefore, with one last dot plot left in 2015, where will Fed fund futures be heading? Up or down. 

The overnight reverse repurchase agreement (ORRA), a recent innovation by the Fed, is a strong solution 

but its heavy usage could cause financial institutions to fall out with banking regulations and compliance 

procedures. However, as the ORRA will effectively draw out deposits from banks and financial institutions, 

the added effect will result from an increase in the Fed funds rate. This will make it difficult for banks to 

comply with its liquidity coverage ratio and thus require the banks to compete for retail-deposits by 

increasing rates. Thus, an interest-rate corridor system would ensure that in the event of a large monetary 

stimulus, which would flood the market with funds, the overnight interest rate would not come under 

downward pressure from the excess supply of reserves.3 

Zoltan Pozsar, who previously studied the plumbing of the post-crisis financial system, identifies increasing 

retail-deposit rates as being the key feature which will result. Furthermore, Michael Cloherty estimates that 

around $1.5 trillion of deposits will leave the US monetary system by the end of 2017. This represents a 

quarter of the Fed’s current balance sheet. To further complicate the issue, the Fed purchased high quality 

liquid assets from banks during the 2007/8 financial crisis. This is an issue for two reasons. Firstly, to 

support asset prices during a period in which the market was in turmoil. Secondly and as a safety feature, 

this was to ensure that high quality assets were protected from M&A, which could both violate their 

respective high-quality feature and cause asset bubbles during a period of large asset devaluations. 

Yellen was obviously aware of the mixed signals she was providing during the announcement as she 

highlighted the complexities that the Fed is dealing with. Domestically, the labour market in the US 

continues to improve as unemployment rates continue to fall. However, the consistent fall in oil prices over 

the recent 12-months has caused inflation in the US to tumble and reset the clock on interest rate policy. 

Whether the fall in oil prices has been a consequence of the free-market or a deliberate play should be 

questioned. Furthermore, recent remarks by Larry Summers challenging the Fed to raise interest rates has 

not been taken well by the media. Thus, are financial journalists simply drinking the cool-aid or do they 

genuinely believe that 10 years of having interest rates at near zero is the sign of a healthy economy. 

That said, there are three key issues, which Kahn highlights in relation to the adoption of an interest-rate 

corridor system; that is, a soft floor, a porous ceiling, and a diverse decision-making structure on policy 

rates in the US. 

1. Soft floor: the ability for Kahn to raise the idea of implementing an interest-rate corridor results 

from the Fed deciding to pay interest on excess reserve balances. Structurally, the institutional 

characteristics of the funds market means that several key financial institutions are not able to 

receive interest on their reserves. These financial institutions end up lending their reserves to others 

who are willing to pay a positive return and this is why the floor is considered soft and not sound. 

Thus, this calls into question how a floor would be implemented in the adoption of a corridor. 

2. Porous-ceiling: as established, the effective rate has been consistently below that of the policy rate, 

and while this is not currently of relevance today. However, as the Fed’s balance sheet is bound to 

shrink back to a more ‘acceptable’ size, this will cause the supply of excess reserves to begin 

drawing down and create a potential for upwards pressure on the funds rate. Furthermore, as the 

supply of reserves ‘normalize’ and begin to intersect the downward sloping region of the demand 

                                                      
3 I.e. an injection of liquidity into the market would not cause the target policy rate to fall under pressure.  
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for reserves, occasional spikes in the funds rate could result from a temporary shortage of excess 

of reserves or temporary increase in demand for reserves. Thus, a ceiling must be established in 

order for the corridor system to be implemented with results.  

3. Diversity in policy-makers: the sequencing of policy action consists of three main actors: the 

FOMC; the Board of Governors (of the Fed); and the Reserve Bank Boards of Directors. While the 

current sequencing of policy action works, it will not be appropriate in the event of adopting a 

corridor system. As the policy rate, in a corridor system, is set in between the ceiling and floor, a 

coordination mechanism needs to be established in order to reduce divergent views. 

Conclusion 

This paper looks to set out the points for why the Federal Reserve System of the United States should 

implement an interest-rate corridor framework for its central banking system. As the level of excess reserves 

in the market begin to shrink over time, the Fed will face issues in controlling the effective rate as the 

demand and supply for reserves begin to normalize. In fact, the huge increase in excess reserves over recent 

years has shown that the funds rate has become insensitive to changes in the supply of reserves, i.e. the 

traditional mechanism adopted by the Fed’s Desk. The Fed thus needs to make a change to its framework 

in case further monetary policy intervention is required to support the US economy and the Fed is left with 

little policy tools to enact. 

The Fed continues to be too reliant upon the interest rate they are paying on reserves, i.e. the floor, and have 

seen that the effective rate has been somewhat divergent to their policy rate. Thus, the case for changes is 

unaffected regardless of whether reserve levels contract or interest rates begin to creep up. A new 

accommodative policy stance will require a new accommodative method of delivery but as of Thursday’s 

September 17th, 2015 announcement, we have heard nothing about the future of the Fed’s funds rate. 


