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Abstract

The preconditions, causes and peculiarities of the global financial and
economic crisis created the basis for the withdrawal of central banks from their
traditional limited range of instruments of monetary influence on the economy
and the transition to the active use of unconventional monetary policy measures.
The Federal Reserve was the first central bank which used the unconventional
measures of monetary policy as a key factor in overcoming the recession and
bringing the US economy to a sustainable growth path. The traditional instru-
ments of monetary regulation during the period of aggravation of financial crisis
on the money markets turned out complete ineffective, that had the destructive
consequences for the economy. That is why so important is the analysis of the
reasons for this ineffectiveness and the necessity of use of unconventional in-
struments. The practical mechanism of using such unconventional instruments of
the Fed includes such as large-scale asset purchases and FOMC’s forward
guidance about intentions. And it is hard to underestimate the role of these tools
in the withdrawal of the American economy from the state of recession. Also im-
portant are innovative credit policy programs that have been used by the Federal
Reserve during the period of growing crisis, in terms of increasing the effective-
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ness of its impact on the financial stabilization of the banking system, providing
markets with liquidity and stimulating domestic demand. The use of unconven-
tional monetary policy instruments aims to achieve a wide range of strategic
goals that include not only price stability but also economic growth and low un-
employment. Thus, based on the powerful influence of the Fed’s monetary policy
on the dynamics of the main economic parameters, it is expedient to apply a dual
mandate in formulating the strategic goals of the central bank.
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Introduction

An important aspect of the regulatory influence of the central bank on the
economy is the well-timed response to any development of the crisis on the fi-
nancial markets in order to minimize the risks of a banking system collapse and
the creeping of the economy into a long-term recession. In addition, it is impor-
tant not only to maintain macroeconomic and financial stability, but also, as the
experience of the global financial and economic crisis has shown, to ensure the
recovery of the appropriate amount of credit investments into the real economy
sector, which is determined by the important role of the central bank in the proc-
ess of implementing a stimulating monetary policy.

In this context, it must be noted that the financial crisis has greatly
changed the nature of the functioning of the world banking system. Previously,
central banks used mainly one tool — short-term interest rates, and the main goal
was only to ensure price stability, and it was believed that all other tasks were
achieved automatically. However, the large-scale crisis in the banking sector and
the economies of developed countries has ended with these ideas. The latest re-
alities of world economic development in the post-crisis period have radically
changed the approaches to understanding the role of central banks in ensuring
financial stability and monetary stimulation of the real sector of the economy.
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Indeed, the activation by the central banks of the developed countries of all
possibilities of influence of monetary regulation on the dynamics of economic
processes during the period of crisis has enabled to create the effective meas-
ures of macroeconomic policy both at the level of central banks and govern-
ments. Particularly significant was the departure from the traditional limited range
of instruments of monetary influence on the economy and the active use of the
measures of unconventional monetary policy as a key factor in overcoming the
recession and the bringing of the economy on the path of sustainable growth.
Therefore, the study of positive experience and taking into account possible con-
tradictions and negative points in the practice of implementing such a policy in
developed countries should become a subject of particular attention both in the
course of scientific research and on the part of the government and the banking
sector in Ukraine. This is due to the insufficient level of development of the insti-
tutional framework for using monetary instruments to overcome negative effects
and processes in the domestic economy.

The high level of openness of the Ukrainian economy and its significant in-
tegration into the world economy determine the vulnerability of the national mar-
ket to external risks, and hence its dependence on factors of global influence,
which include the main trends of the development of the world economy and
monetary policy of the central banks of developed countries. The key role in this
policy is played, of course, by the US Federal Reserve, whose regulatory influ-
ence of monetary measures is not confined exclusively to the national market,
but is global in scope, considering both the scale of the US economy and the
status of the dollar as a world currency. Therefore, it is not surprising that the
monetary policy of the Fed defines, in essence, the main trends in the develop-
ment of the entire world economy.

The study of monetary policy in the period of crisis in the financial markets
is devoted to a significant number of publications of leading scientists, among
which can be noted works by such authors as B. S. Bernanke, J. Yellen,
D. E. Lindcey, F. S. Mishkin, C. Rosa, J. B. Taylor, M. Friedman et al. However,
an important aspect of this issue is the study of the experience of the leading
central banks of the world regarding the possibility and necessity of expanding
their mandate and use of the newest, non-traditional tools of monetary influence
on the economy, as well as an analysis of possible ways of using this experience
in domestic conditions complicated by the negative factors of low institutional de-
velopment of the financial market and the insufficient level of central bank inde-
pendence from political decisions. Therefore, the purpose of this study is to de-
termine the peculiarities of the use of unconventional tools for the implementation
of the monetary policy of the US Federal Reserve in the period of the global fi-
nancial crisis and in the post-crisis period, assessment of changes in the Federal
Reserve’s application of its mandate in connection with monetary regulation of
the economy, as well as an analysis of its impact on the US financial market and
on the global economic development trend.
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1. The Fed’s monetary policy
on the eve of the crisis

The formation of the latest approaches to monetary policy dates back to
the turn of XX and XXI century, when in the United States, after the collapse of
the dotcoms in 2000, as well as the terrorist attacks in 2001, as a result of the
turmoil in the financial markets, there was a serious threat of decline in business
activity, the emergence of a long-term recession in the economy and the rise in
unemployment.

In order to avoid these threats and stimulate economic growth, the Federal
Reserve introduced a number of measures within the framework of the traditional
monetary policy, the main among which was the consistent reduction of the dis-
count rate. In June 2003, federal funds target rate for the first time reached the
lowest level for the last half-century — 1% (Figure 1).
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As a result, the supply of money increased significantly, and an excess of
liquidity appeared on the financial market. The purpose of such measures of the
Federal Reserve was to revive economic activity through the use of cheap credit
resources by businesses and households, which would have to show a stimulat-
ing effect on production and sales.

That was the logic of the conventional monetary policy at that time — low
interest rates as a guarantee of economic growth. However, the further develop-
ment of events essentially overturned traditional ideas about the ability of the
central bank to achieve the desired results with the help of conventional instru-
ments.

The active use of the interest rate as the main tool of the monetary policy
of the Fed did not achieve the expected goals. Commercial banks and other insti-
tutions of the financial market, using low interest rates and having the opportunity
to invest freely in the real sector, instead, turned their credit policies in the oppo-
site direction. They began to actively issue mortgages, secured with real estate,
the prices of which had the highest growth trends. Such lending activity of banks
was also heated by the speculative attitude of market participants, when the ac-
quisition of real estate was carried out with the view of its further resale. At the
same time, the requirements of banks to potential borrowers were significantly
underestimated; solvency of clients was not analyzed, and widely used the prac-
tice of lending housing without a down payment and without supporting docu-
ments on income of borrowers.

In other words, loans were massively given to borrowers with a dubious fi-
nancial condition, which did not allow waiting for timely repayment of funds. At
the beginning of 2001, the share of such loans in the structure of mortgage loans
of banks amounted to about 8%, and in 2005 — already 20%. Minimization of
risks for such loans was carried out through the issuance of derivative securities
— mortgage bonds, which, due to unjustified high ratings of leading rating agen-
cies, were considered to be reliable and were bought by many investment and
pension funds and commercial banks around the world. In this way, the risk of
mortgage lending in the United States was extended to the rest of the world,
which determined the global nature of the future crisis, turning it from a purely
mortgage crisis to the global financial crisis.

However, in the perception of the Federal Reserve, the true causes of the
crisis were not monetary policy, which was considered by the Fed leadership as
adequate to the weak macroeconomic conditions of that period. The Fed'’s rea-
son for the crisis was the structural vulnerability of the financial system. In par-
ticular, then-chairman of the Federal Reserve B. Bernanke noted the lack of di-
rect ties between soft monetary policy in the years preceding the crisis and the
rise in real estate prices (Bernanke, 2011). Moreover, it was argued that rather
the inflow of international capital and its ineffective use served as the cause of
macroeconomic and financial instability. In fact, subsequently designated by the
US government, the Federal Commission to investigate the causes of the finan-
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cial crisis in the United States put a significant share of responsibility on the Fed-
eral Reserve for allowing shoddy mortgage lending (The Financial Crisis Inquiry
Commission, 2011; Chan, 2011).

The weaknesses in the Fed’s regulation allowed the excessive activity of
American banks in the mortgage lending market, which eventually led to over-
heating of the market and the growth of inflationary processes. In order to avoid
this, the Federal Reserve has begun a process of gradually raising interest rates.
In 2006, a year which preceded the beginning of the crisis, this process reached
its peak — the Fed’s federal funds target rate was increased to 5.25% (Figure 1).

However, this only led to deterioration in the situation, causing an increase
in interest rates on loans and resulting in excessive payments to borrowers.
Monthly interest payments on loans grew by about a third, which led to an in-
crease in default rates. In addition, the overheating of the mortgage market due
to excess supply has led to a decline in real estate prices, which also led to mas-
sive non-payment of loans. This, in turn, led to a sharp aggravation in the finan-
cial condition of banks and the depreciation of their assets, as well as to the de-
cline in ratings of securities issued by them and the value of these securities.

The depreciation of the assets of a significant amount of market partici-
pants who have invested in collateralized mortgage obligations has led to a sharp
increase in demand for liquidity, and hence to an increase in interest rates on the
money market. Mortgage-backed securities were ceased to buy, as a result of
which the banks incurred multibillion losses, that is, the real world financial crisis
began. It caused stock indexes to fall, deflation, collapse in raw and commodity
markets, the recession in the global economy, the bankruptcy of leading world
banks, and an increase in uncertainty about the security and reliability of global
financial assets. Thus, traditional approaches to the implementation of monetary
policy by the Federal Reserve through the application of interest rates as the
main instrument of influence on the economy turned out to be not only ineffec-
tive, but also led to results that are opposite to the expectations.

2. Challenges for the Federal Reserve’s
monetary policy during the financial crisis

At the beginning of the mortgage crisis, the Federal Reserve acted first
with traditional methods of monetary policy. First of all, the federal funds target
rate was lowered: first to 4.5% (in October 2007), and later to 2.25% (in March
2008). This was done to prevent a collapse on American stock exchanges. The
situation in this period continued to deteriorate, so the Fed continued to consis-
tently lower its interest rate in order to create the appropriate monetary conditions
for the economy to withdraw from the recession. Already in December 2008, the
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interest rate was reduced to 0.25%. Such a reduction in rates was the most radi-
cal in the history of the United States. It should be noted that at this level the
Federal Reserve kept the rate for the next seven years (Figure 1).

In addition, in order to improve the situation in the banking system, direct
injections of funds were made through various traditional monetary policy instru-
ments: through repo auctions, the discount window, credit auctions, and currency
swaps. However, the lowering of interest rates on which banks received loans
and mitigating the Fed’s monetary policy did not bring the expected results. For
example, the intention of the Federal Reserve to financially support the bank J.P.
Morgan Chase & Co, with buying for $ 236 billion of investment bank Bear
Stearns, has caused a sharp drop in exchange quotations of both banks.

Therefore, despite the Federal Reserve’s injection of large inflows into the
financial sector, the situation did not improve, and the money markets did not re-
act to such massive intervention. The rates of interbank lending due to the crisis
of confidence remained higher than the monetary authorities would like. Never-
theless, at the height of the financial crisis in 2008, the emphasis of the Fed'’s
monetary policy was still on lending to banks — the amount of lending to deposi-
tory institutions rose sharply, while the portfolio of U.S. Treasury securities re-
duced almost twice.

During this period, the United States experienced a period of sharp decline
in the level of domestic investment, the amount of savings, the reduction of con-
sumer spending due to aggravation of the problem of unemployment and low
rates of income. In this regard, the Fed begins to realize that only the lowest in-
terest rate is clearly not enough to counter the financial crisis. Indeed, due to tra-
ditional lending mechanisms, the Fed could not provide the economy with signifi-
cant liquidity so that, to apart from low interest rates, the banking system could
still provide a broad supply of money for the real sector of the economy.

So the old recipe for implementing monetary policy has stopped working
properly. They did not allow the Federal Reserve to maintain financial stability
and solvency of the banking system, price stability and the normal functioning of
financial markets. This meant the need to find the newest approaches to mone-
tary regulation that would have had a more effective impact on the state of the
economy and would help to overcome the financial crisis more quickly.
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3. Non-traditional approaches
to the Federal Reserve’s monetary policy

In order to mitigate the impact of the crisis on the financial system and the
economy, the Federal Reserve has lowered the discount rate, despite the risks of
accelerating inflation. However, in conditions of close to zero rates, when there is
a so-called liquidity trap, this tool of monetary policy can no longer exert an effec-
tive influence on financial markets and the course of economic processes. This
meant that the Fed had to look for new non-traditional approaches that would
bring monetary policy to a new level that is more suitable for effective anti-crisis
regulation.

One of the main among such unconventional approaches was the Fed’s
quantitative easing measures (QE) or, according to the Fed’s terminology, large-
scale asset purchases (LSAP). They provided three programs for the massive
purchase of treasury securities, mortgage backed securities, collateralized by
mortgage loans, and obligations of mortgage agencies. The mechanism for im-
plementing these programs is that the Fed redeems mortgage securities or gov-
ernment bonds in amount, which are announced in advance in order to reduce
their profitability, and thus reduce interest rates on business securities.

By raising demand for government bonds, the Fed thus reduces their yield
by forcing investors to look for alternative investment options, including stocks
and corporate bonds, which promotes stock market growth and stimulates busi-
ness activity in the real sector. On the other hand, the purchase of mortgage se-
curities by the Federal Reserve contributes to lower mortgage rates for consum-
ers, and, consequently, the restoration of the real estate market.

In the process of implementing programs of quantitative easing, the pur-
chase of assets is carried out by the central bank through the creation of new
money, which, in turn, increases the balance of the Federal Reserve. And this
leads to an increase in the money supply in the economy. The main strategic
goal of the application of this monetary policy tool was to overcome the conse-
qguences of the financial crisis and expand the resources of commercial banks by
increasing the money supply. And this should help boost the lending of the real
sector and move to sustainable economic growth and lower unemployment.

Thus, within the first stage of quantitative easing (QE1) during 2009, the
Fed has purchased mortgage-backed securities worth 1.4 ftrillion dollars and
treasury bonds of 300 billion dollars. This program was aimed at rescuing large
corporations, banks and private companies by redemption of their depreciated
debts. In addition, it was intended to stimulate mortgage lending and revitalize
the real estate market. In August 2010, the Fed decided to maintain the achieved
amount of liquidity at the same level by reinvesting the main payments on agen-
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cies bonds and mortgage securities in US Treasury bonds. By the time the pro-
gram QE1 was completed, the value of government bonds and bonds of federal
agencies on the Fed’s balance sheet grew by 4 times, which contributed to a de-
crease in the general level of interest rates on the money market, but did not pro-
vide a powerful impetus for economic growth.

Faced with the very slow recovery in production and employment, the Fed
announced in November 2010 further expansion of its balance sheet by acquiring
an additional portion of long-term US Treasury bonds. During the second stage
of quantitative easing (QEZ2), an additional 0.6 trillion dollars of injections into the
economy were provided, that is, about 75 billion dollars monthly. This program
lasted from November 2010 to June 2011. In addition, QE2 provided reinvest-
ment for another 300 billion dollars of the first stage of the program. The main
goal of this phase of quantitative easing was to stimulate the American economy,
which recovered from the recession at too slow pace.

The third phase of quantitative easing (QE3) began in September 2012
and lasted until the end of October 2014. Within this phase of the program the
Fed purchased securities worth 1.14 trillion dollars. First, the Fed bought collat-
eralized mortgage obligation worth 40 billion dollars per month and U.S. Treasury
bonds of 45 billion dollars per month. At the same time, it was announced that
the Fed will reinvest money received from interest rate payments on existing
mortgage bonds to purchase new long-term mortgage-backed securities (MBS).

During 2014, the Fed gradually reduced the amount of purchases, finally
shutting them off on October 29, 2014. The statement of the Federal Open Mar-
ket Committee (FOMC) noted that economic activity is expanding at a moderate
pace, labor market conditions improved somewhat further, with solid job gains
and a lower unemployment rate, household spending is rising moderately and
business fixed investment is advancing, inflation has continued to run below the
Committee’s longer-run objective (FOMC, 2014). The Committee also believed
that the economy had a sufficient dynamics for further progress towards maxi-
mum employment and price stability. In line with this assessment, the Fed de-
cided to conclude its asset purchase program QES3, which means completing the
quantitative easing policy.

The result of the implementation of the quantitative easing policy was a
significant increase in the balance of the Federal Reserve. If at the beginning of
the expansion of the subprime mortgage crisis in the U.S., the total assets of the
Fed amounted to 870 billion dollars, then over several years of active purchase
of securities, this value exceeded several trillions of dollars and today is 4.47 tril-
lion dollars, that is, the total value of the assets of the Federal Reserve increased
by more than 5 times (Figure 2).
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Figure 2
Total Assets of the Federal Reserve
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The consequent of the interventions was a significant increase in the role
of the Fed in the financial system and economy compared with the pre-crisis pe-
riod. For today, the Fed’s balance is almost 24% of the country’s GDP, reflecting
the wide potential of the central bank to influence all sectors of the market. In
fact, during the years of fighting the crisis and stimulating economic growth in
2008-2013, the Fed has created and launched an additional 3 trillion dollars.

It should be noted that these unconventional measures of the Fed’s mone-
tary policy combined in a certain way not only quantitative but also qualitative as-
pects. Quantitative aspects meant purchasing large amounts of asset-backed
securities and provided significant increase of the balance sheet of the Federal
Reserve. At the same time, the maintenance of the federal funds rate at 0-0.25%
percent target range aimed at stimulating of increasing of demand and economic
growth.

The qualitative aspect meant a change in the asset structure of the Fed
balance sheet. If at the beginning of the crisis, the Federal Reserve kept mostly
low-risk and low-yield government bonds in its assets (U. S. Treasury Securities),
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then the structure of the investment of the balance sheet was radically changed
by increasing the share of various financial instruments in it, in particular collater-
alized mortgage obligations and other private financial market instruments. For
example, mortgage-backed securities (MBS) issued by government-sponsored
enterprises Fannie Mae and Freddie Mac were used to support a stagnant real
estate market and overall stimulate economic activity in the country.

Such realization of the Federal Reserve’s monetary policy was aimed at
giving a certain direction to changing market conditions and stimulating business
activity in the country. In particular, this policy has led to a decrease in the profit-
ability of treasury and mortgage securities, increasing the economic expediency
of investors to change the structure of their investments in favor of assets such
as corporate bonds and stocks, that is, in essence, stimulate investment of capi-
tal into the real economy. By linking their hopes on economic recovery with the
Federal Reserve’s efforts on quantitative easing, investors increased their in-
vestments in the stocks as a more risky but more profitable ones, while reducing
the level of capital investments into more reliable instruments, such as treasury
bonds commonly used during periods of greatest uncertainty in the markets.

It is important that as a result of the policy of quantitative easing, the Fed-
eral Reserve succeeded in achieving one of the important intermediate goals,
namely to reduce the overall price of credit resources, and not only those instru-
ments that participated in the realization of large-scale asset purchases. As a re-
sult, since the beginning of 2009, there have been trends in improving lending
conditions for businesses and households, not least due to lower interest pay-
ments on loans.

In addition, quantitative easing measures contributed to increasing the liquidity
of the banking system, improving the mortgage market, and the emergence of a
downward trend in long-term lending rates. After all, reducing the burden of interest
rate payments for major groups of borrowers contributed to reducing the share of
non-performing loans in credit portfolios of the commercial banks.

It should be emphasized that the results of the application of such uncon-
ventional approaches to the implementation of monetary policy were fully justified
the expectations of the Fed, reflecting a moderate growth of GDP after the de-
cline in 2009 (Figure 3).

As can be seen from the diagram, in 2009, for the first time in a long his-
tory, there was a decline in GDP due to the effects of the financial crisis, but in
subsequent years the growth rate was restored completely. It was at the end of
2008 that the Federal Reserve reduced the federal funds target rate to 0.25%,
and in the beginning of 2009 when the first phase of quantitative easing had be-
gun (QE1). Thus, the GDP of the country began to grow steadily as a result of
the application of measures for large-scale asset purchases, that is to say, an in-
crease in amount and change in the structure of the Fed’s balance.
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Figure 3
United States Gross Domestic Product
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In the future, the Federal Reserve plans to restore the size and composi-
tion of its balance to a more normal configuration as a long-term task. In condi-
tions of liquidity surplus, as an anti-inflationary tool on the money market, the Fed
will use a number of mechanisms that do not change the total amount of Fed li-
abilities, but bound excess liquidity of the commercial banks. In particular, it deals
with reverse repurchase agreements (reverse repo) and deposit programs, which
will ensure the replacement of bank reserves with the liabilities of the Fed. In ad-
dition, in 2008, the Federal Reserve was granted the right to pay interest on re-
quired reserves held by commercial banks in the Federal Reserve Banks. The
Fed, through a change in the rate on bank reserves, will be able to exercise a
downward or upward pressure on the entire range of short-term interest rates,
which in turn will also be reflected in long-term interest rates.

In addition to the large-scale asset purchases, other important approaches
in the process of implementing unconventional monetary policy has become con-
stant «informing the public of intentions» in the field of monetary policy, that is
«Forward guidance» (Federal Reserve System: Purposes and Functions, 2016).
In addition to setting the target rate for federal funds, the Federal Open Market
Committee influences the functioning of financial markets through informing the
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public about its intentions regarding future monetary policy directions. For exam-
ple, when in the period of decline in production in early 2009, the Federal Open
Market Committee saw the promotion of economic growth as the main priority of
monetary policy, the announcement to the public proclaimed the Federal Re-
serve’s intention to maintain the federal funds target rate «exceptionally low» for
«an extended period».

The purpose of this statement was to force financial market participants to
adjust their expectations in such a way that they provided for a longer period of
reduction of short-term interest rates than previously expected, which in turn
would exacerbate the pressure on long-term interest rates in order to provide
more support for recovery of the economy. The fact is that long-term interest
rates that have a strong influence on housing demand, capital investment and
asset prices depend on current and expected levels of short-term interest rates,
such as the federal funds rate.

Therefore, providing clear signals about further changes in the target rate
for federal funds can directly affect current interest rates on mortgages, car
loans, corporate bonds, state and municipal bonds, that is, they affect the dy-
namics of economic activity. Therefore, such «informing the public of intentions»
is very important for the formation of stable long-term expectations of economic
agents regarding the future course of the monetary policy of the Federal Re-
serve.

4. The newest mechanisms
of the Fed’s credit policy

It should be noted that positive changes in the American economy were
achieved not only through the programs of quantitative easing of the Federal Re-
serve. The Fed also provided money to the economy through a variety of credit
programs. It is about improving existing credit instruments that were at the dis-
posal of the Federal Reserve, as well as on the fundamental change in the tech-
nologies used by the main tools of the monetary policy of the Fed, which resulted
in the application of its innovative credit mechanisms.

Among the existing lending instruments, the main tool is to use the dis-
count window, which traditionally provided the short-term overnight loans to eligi-
ble commercial banks. However, taking into account those problems that accom-
panied the functioning of the financial market with the beginning of the subprime
mortgage crisis in 2007, the Federal Reserve revised its position and allowed
banks to obtain liquidity for up to 30 days, and in 2008 this period was increased
to 90 days. During this period, the weekly amount of lending to commercial banks
within the discount window reached up to 30 billion dollars. In addition, due to the
further expansion of the mortgage crisis, the Federal Reserve had to significantly
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expand the list of securities that banks could make as collateral for loans re-
ceived through the mechanism of the discount window. At the same time, it
should be noted that depository institutions are not very willing to apply for assis-
tance to the Fed through this mechanism, considering the very fact of such an
appeal as a bad signal for market participants about the financial stability of a
bank that applies to such loans.
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Among the newest Fed’s lending mechanisms, the following can be noted:
providing funds to commercial banks on an auction basis, issuing loans to pri-
mary dealers in the form of the discount window, direct loans to borrowers and
investors in order to reduce interest rates on loans, as well as promoting busi-
ness and households in obtaining the necessary funds in order to stimulate eco-
nomic growth.

Under these circumstances, even allowing moderate inflation and lowering
the dollar’'s exchange rate, the main goal of the Fed was to promote the growth of
GDP and the gaining of the competitive advantages of American producers in
foreign markets, which would improve balance of payments. Therefore, during
the financial crisis, the Federal Reserve launched several special credit programs
aimed at stabilizing the financial sector, stimulating the lending activity of com-
mercial banks and other financial market participants, as well as revitalizing busi-
ness activity and increasing domestic demand (Table 1).

Table 1
Federal Reserve Credit Programs during the Financial Crisis
The name The . Total
Loans The purpose term of | Lending | amount
of the pro- ipi f the program the pro- eriod | of loans
gram recipients 0 prog e pro p
gram granted
Term Auc- Commercial | Providing liquidity Decem- | first28 | $3.8
tion Facility | banks to commercial ber days, trillion
(TAF) banks on the bail of | 2007 — | then 84
highly rated securi- | April days
ties 2010
Term Secu- | Major Granting high-liquid | March 1 $ 2 tril-
rities Lend- | commercial | securities of the 2008 — | month lion
ing Facility | banks and Fed (government Feb-
(TSLF) brokers- bonds) in exchange | ruary
dealers for less liquid secu- | 2010
(market rities (MBS, mu-
makers) nicipal and corpo-
rate bonds, etc.)
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The name The . Total
Loans The purpose term of | Lending | amount
of the pro- ipi f the program the pro- eriod | of loans
gram recipients (o] prog p p
gram granted
Primary Major Providing loans March over- $ 9 tril-
Dealer commercial | backed by a wide 2008 — | night lion
Credit Facil- | banks and range of low-liquid Feb-
ity (PDCF) brokers- securities (which ruary
dealers had an investment | 2010
(market rating)
makers)
Asset- Commercial | Support of money- | Sep- from 1 $217
Backed banks, bro- | market mutual fund | tember | to 270 billion
Commercial | kers- Granting loans to 2008 — | days
Paper dealers and | commercial banks Feb-
Money branches of | on asset-backed ruary
Market Mu- | foreign commercial paper 2010
tual Fund banks (ABCP) purchased
Liquidity from funds
Facility
(AMLF)
Commercial | A specially | Support for the October | 3 $ 738
Paper created market of short- 2008 — | months | billion
Funding subsidiary term commercial Feb-
Facility company of | obligations (bills). ruary
(CPFF) the Fed — CPFF LLC buys 2010
CPFF LLC bills from their is-
suers
Term Asset- | Commercial | Stimulating lending | October | upto 5 | $ 71 bil-
Backed Se- | banks, to US consumers 2008 — | years lion
curities trusts, fi- and small busi- Feb-
Loan Facil- | nancial and | nesses. The loans | ruary
ity (TALF) commercial | were issued on bail | 2010
companies, | of newly issued se-
government | curities (ABS), col-
agencies lateralized by car

loans, student
loans, credit cards
and business loans

Sources: Board of Governors of the Federal Reserve System: www.federalreserve.gov;
Zakharov, P. V. Monetary-Credit Policy of the Federal Reserve System of the USA during
the Modern Period (2007—2013). The Problems of National Strategy. — 2013. Ne6. p. 197;
Felkerson J. A Detailed Look at the Fed’s Bailout by Funding Facility and Recipient. Work-
ing Paper: Levy Economics Inst. 2011. December. Ne 698. 35 p.
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Since December 2007, the Federal Reserve has begun the Term Auction
Facility program (TAF), which provided loans to commercial banks for up to
28 days through auctions that were held regularly every two weeks. At these auc-
tions, the Fed offered the participants a fixed amount of liquidity received by
those borrowers who offered the highest interest on the loan, but the average in-
terest rate on this loan program was lower than the Fed’s target federal funds
rate. In addition, due to the anonymity of participation in the Term Auction Facil-
ity, the problem of reputational losses that accompanied the appeal of commer-
cial banks to the discount window of the Federal Reserve could be solved.

The next most advanced credit program offered by the Fed was the Term
Securities Lending Facility (TSLF), which began working in March 2008. Its es-
sence was lending, on a regular basis, once a week, although not money funds,
but United States Treasury securities (US Treasuries). At the same time, the list
of securities accepted by the Fed as collateral was expanded. These included
mortgage-backed securities of Fannie Mae and Freddie Mac, as well as com-
mercial mortgage-backed securities with a rating not lower than AAA, that is, they
are not the most highly liquid bonds traded on the market with a significant dis-
count. The feature of this program was that it provided for the exchange of one
bond to another, and thus allowed liquidity to be obtained in all markets, and not
only in the money markets. At the same time, the negative aspect of this program
was that the Fed provided government bonds to primary dealers and instead took
less liquid securities, and consequently the quality of the Fed’'s balance sheet
has worsened significantly.

Another program, the Primary Dealer Credit Facility (PDCF), launched in
early March 2008, aimed at extending the range of borrowers who would have
access to Fed’s credit resources. The expediency of introducing this program
was due to the fact that not every primary dealer in the US is a commercial bank,
and therefore «non-bank» primary dealers did not have access to Fed loans on a
collateral basis for various low-liquid securities. Within the Primary Dealer Credit
Facility the Fed significantly expanded the possibility of access to the modified
discount window, allowing new entrants there, and also supplemented the list of
securities serving as collateral.

Fed also implemented such program as Asset-Backed Commercial Paper
Money Market Mutual Fund Liquidity Facility (AMLF) started in September 2008
with the deepening of the financial crisis after the bankruptcy of Lehman Broth-
ers. The purpose of this program was to assist the mutual funds of the money
market, which as investment institutions play a very important role in the US fi-
nancial market and faced with a lack of liquidity at a time when many investors
began to withdraw their assets. This program provided loans to commercial
banks for the purchase of commercial asset-backed securities from money mar-
ket mutual funds.



Journal of European Economy 357
Vol. 16. Ne 3 (62). July—September 2017
ISSN 2519-4070

The next step in the same direction was the launch in October 2008 the
program of Commercial Paper Funding Facility (CPFF). Under this program, the
Fed financed the purchase of blue chips, unsecured and asset-backed securities
by primary dealers. By stimulating the demand for such securities, the Fed
sought to maintain liquidity in the short-term financial markets and increase the
availability of credit resources for various categories of borrowers who could use
these securities as collateral in obtaining loans.

In March 2009, the Fed launched Term Asset-Backed Securities Loan Fa-
cility (TALF). Its goal was to stimulate, first of all, consumer lending to house-
holds and respond the small business’ needs of loans. In order to implement this
program, the Federal Reserve Bank of New York supplied a loan for the issue of
asset-backed securities. The assets for these securities were student loans, car
loans, credit cards and loans guaranteed by the Small Business Administration.
The ultimate goal of the program was to stimulate an increase in consumer
spending to boost economic growth.

It should be noted that in addition to general credit programs designed for
a wide range of financial market participants, the Federal Reserve, during the fi-
nancial crisis, had offered several targeted credit lines designed to support some
large, system-building credit institutions that are called in the United States «too
big to fail». The largest recipients of such assistance from the Fed were the in-
vestment bank Bear Stearns and the insurance company AlG.

An analysis of the Fed’s programs to overcome the financial crisis allows
us to conclude about such their features, as diversity, which is determined by the
correction of the measures applied to the current situation, as well as the target
orientation of the programs, due to the institutional specifics of the US financial
market. Thus, the feature of the Fed’s unconventional monetary policy is that,
unlike many other central banks, the purpose of the Fed policy was to increase
the liquidity of both banks and non-bank financial organizations: primary dealers
(Term Securities Lending Facility, Primary Dealer Credit Facility); money market
mutual fund (Asset-Backed Commercial Paper Money Market Mutual Fund Li-
quidity Facility); federal mortgage agencies (Purchase of Agency Debt and
Agency MBS), which determined by that huge role played by non-bank financial
institutions in the US economy.

The innovative credit mechanisms offered by the Federal Reserve during the
financial crisis have allowed the restoration of the functioning of the main segments
of the financial market — interbank lending, the commercial paper market and the
market of asset-backed securities. And in addition, these mechanisms contributed
to the optimization of bank lending to businesses and households. As the condi-
tions for the functioning of the financial market improved, the Fed made a decision
to gradually turn off these mechanisms, as well as to reduce the conditions for the
lending through the discount window to the pre-crisis level. At the same time, the
Fed’s governance emphasized that the closure of emergency lending programs
and the return to pre-crisis conditions for obtaining loans through a «discount win-
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dow» were the answer to improving the conditions on financial markets, rather than
mitigating the monetary policy of the central bank itself.

Therefore, the Fed had to actively play the role of the lender of last resort
for those banks and non-bank financial institutions that had problems with liquid-
ity, as the market for interbank loans stopped functioning normally due to the
dominance of panic in it and the distrust between depository institutions during
the period of crisis aggravation.

As a result, a significant part of the assets of the Federal Reserve were
loans to financial market participants, primarily banks. In this way, the financial
stability of the banking system was properly supported through the «clearing» of
bank balances from toxic assets, which was carried out by providing liquidity and
redemption of impaired securities. These measures allowed to avoid massive
bankruptcy of banking institutions under the burden of depreciated assets.

Thus, special credit mechanisms have allowed to provide the financial sta-
bility of the banking system and to stimulate the increase of lending to the real
sector of the economy, which, along with large-scale asset purchases (quantita-
tive easing) led to a significant magnification of the Fed’s balance. In turn, this
had the consequences for the growth of the monetary base, and through the ac-
tion of the money multiplier — increase of the money supply. So the active use of
unconventional instruments by the Federal Reserve determined the expansionist
orientation of monetary policy, which resulted in overcoming the recession in the
economy and the growth of employment rate (Table 2).

Table 2

Impact of Fed’s monetary policy on the dynamics
of key economic parameters (Billions of Dollars)

2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016

Total As-
sets of the
Federal
Reserve

870,261|922,187|2239,457|12138,086/2436,0642917,689/2917,1894023,64014499,524{4486,606/4453,101

Monetary

Base 847,094|854,997|1737,5522018,7332065,987|2659,028 2760,975(3749,5224037,162,3795,997|3609,636

M2
Money | 7061,8 | 7466,7 | 8240,9 | 8429,3 | 8816,6 | 9730,7 |10476,4{11071,2| 11731 |12452,8{13260,6
Stock

GDP  [13855,9|14477,6(14718,6|14418,7|14964,4|15517,9|16155,3|16691,5(17427,6(18120,7|18624,5

Unem-
ployment | 4,6 4,8 7.9 9,9 9,2 8,3 7.9 6,6 5,6 49 4.8
Rate, %

Inflation

Rate, % 3,2 2,8 3,3 -0,4 1,6 3,2 2,1 1,5 1,6 0,1 1,3

Source: Federal Reserve Bank of St. Louis: https:/fred.stlouisfed.org/
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As we see in the table, the growth of the balance of the Federal Reserve in
the last period was unprecedented. However, at the same time, it gave impetus
to stimulate economic activity in the country and reduce unemployment despite
the fact that the level of inflation remained extremely low. This can be considered
a very successful implementation of the strategic objectives of monetary regula-
tion. After all, the results of such measures Fed are not limited only to an in-
crease in monetary resources in the economy, but also determined by the actual
salvation of the banking system of the country from the inevitable collapse, which
would manifest itself in the massive bankruptcy of banks. Providing financial insti-
tutions with money funds in the order of redemption of impaired securities al-
lowed to clear their balances from impaired assets and became the main factor in
ensuring their financial stability.

5. Changes in the priorities
of the Fed’s monetary policy

The Fed’s actions to overcome the effects of the financial crisis through
the use of unconventional instruments of monetary policy have led to the evolu-
tion of approaches to the primary goals of the central bank. According to the
Federal Reserve Act the Board of Governors of the Federal Reserve System and
the Federal Open Market Committee shall maintain long run growth of the mone-
tary and credit aggregates commensurate with the economy’s long run potential
to increase production, so as to promote effectively the goals of maximum em-
ployment, stable prices, and moderate long-term interest rates.

Specific numerical parameters of these goals are determined directly by
the Fed. Thus, members of the Federal Open Market Committee submit their
proposals in the form of «Summary of Economic Projections» on economic activ-
ity and unemployment rate four times a year. For example, in 2016, committee
members rated an acceptable long-term unemployment rate from 4.7 to 5.8%,
with an average rating of about 4.8%. In 2017, the unemployment rate forecast
was lowered by the Federal Reserve to 4.2 to 4.3%. As for the level of inflation,
then its target indicator, which is determined by the consumer price index (Per-
sonal consumption expenditures price index — PCE) the Fed in 2017 estimates in
the range from 1.6 to 1.7%.

In the perception of the Federal Open Market Committee (FOMC), the
double mandate is interpreted as a responsibility to bring actual unemployment
and inflation closer to a long-term balanced unemployment rate. This means the
level of unemployment, in which the economy can function without pressure to
shift the price level to either side. Therefore, the Fed’s monetary policy is not lim-
ited to the strategic objective of inflation targeting, but also has to affect long-term
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balanced rate of unemployment, a unique situation that is not inherent in the
practice of monetary regulation of central banks of other developed countries.

As a result, the Federal Reserve, due to the existence of such a compre-
hensive mandate, is forced to take an active stance on maximizing the use of
regulatory mechanisms for monetary policy. After all, if the central banks of other
developed countries usually set a rather narrow target for limiting inflation in the
country, the Federal Reserve has a much more difficult task of stimulating eco-
nomic growth and maintaining a high level of employment.

The duality of the mandate aims to maximize the effectiveness of the Fed’s
monetary policy. In the opinion of the US legislature, the concentration of the
central bank solely on price stability can contribute to frequent and deep reces-
sions of economic activity and employment, which, in turn, will aggravate the
long-term inflation.

In this regard, the Federal Open Market Committee gives a clear under-
standing to market participants that Fed is ready to take real practical steps to
further mitigate monetary policy if the US economy continues to grow at a slow
pace and inflationary risks will be insignificant. The Federal Reserve believes that
in order to further improve the financial conditions the Federal Reserve may be-
gin to provide more specific benchmarks in terms of which the Fed intends to
maintain at its current level the base rate and amount of securities on its balance
sheet. In other words, it is about restarting the purchase of securities, such as US
Treasury obligations.

In times of aggravation of the financial crisis, the determining of the target
priorities of the Federal Reserve’s monetary policy was particularly important. It
was declared that it would be inappropriate to raise the basic interest rate from
the current 0-0.25% until the unemployment rate remains above 6.5%. And infla-
tion between one and two years ahead is projected to be no more than a half
percentage point above the Committee’s 2 percent longer-run goal. In other
words, we can see that the labor market is chosen as the priority objective of
monetary regulation, which is now acquired exclusively from soft forms, and all
the efforts of the regulator are aimed at reducing unemployment. Essentially, it is
about the Federal Reserve’s commitment to provide a soft monetary policy until
the unemployment rate falls to 6.5%. Thus, the Fed has made the unemployment
rate one of the key targets for monetary policy, which is definitely unprecedented
step not only for the US but also for the central banks of other countries.

Of course, the fact that, despite the measures taken for quantitative easing
and innovative lending mechanisms, the US economy has begun to show signifi-
cant dynamism only from 2013, raises the question to what extent the stimulating
policy of the Fed contributed to this and whether this growth should not be attrib-
uted to account for more substantial reasons such as deferred demand and
structural upgrades. However, such considerations do not mean that the uncon-
ventional monetary policy of the Fed was superfluous, since it has created a very
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favorable foundation for the revival of the economy. And when the US economy,
after long expectations, began to show a fairly dynamic pace of development, the
perseverance and consistency of the Fed in pursuing an expansionist monetary
policy seems to be justified.

The correctness of the selected target priorities of the Fed’s monetary pol-
icy has been confirmed by the results of its impact on the economy. First, it is
preventing the collapse of the banking system and the stabilization of financial
markets, reducing systemic risks and restoring pre-crisis indicators of the finan-
cial sector. Secondly, it is a prevention of the threat of full-scale deflation, which
would have catastrophic consequences for the American economy, comparable
to the Great Depression. Thirdly, it is a relatively quick overcoming of the reces-
sion in the real sector by reducing interest rates, boosting bank lending and
stimulating domestic demand, which was due to the creation of favorable condi-
tions for the production growth in all sectors of the American economy.

It should be noted that the Federal Reserve’s ability to carry out these
tasks is backed up by reliable institutional principles that ensure the central
bank’s independence from political pressure. The independence of the Federal
Reserve includes: operational independence, that is, the independent choice of
monetary policy instruments to achieve legally established goals; the impossibil-
ity of Congress to dismiss Fed’'s leaders from their posts only because of the
government’s disagreement with their views on monetary policy; self-
determination of the budget and Fed’'s stuff; the establishment of fixed, suffi-
ciently long and overlapping periods of tenures of the members of the Board of
Governors of the Federal Reserve System. At the same time, operational inde-
pendence is aimed at isolating monetary policy from the impact of short-term po-
litical goals, making it impossible for the central bank to be used in the financing
of the budget deficit. It also allows long-term solutions to be taken bearing in
mind that targets for inflation and unemployment rate must always be carried out,
and not only in a particular short period.

Conclusions

Thus, the experience of the global financial and economic crisis and the
post-crisis recovery of the international economy showed that the efforts of the
central banks of the leading countries of the world, primarily the US Federal Re-
serve, in maintaining price stability, were clearly not enough to overcome the ef-
fects of crisis and create the conditions for sustainable production growth. Prac-
tice has shown that the choice of the main strategic objective of the monetary
policy to ensure low inflation does not help to solve more important tasks of en-
suring production growth and reducing unemployment. Under these circum-
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stances, there are vital needs to review the tasks of central banks, which are al-
ready much more focused on stimulating the economy performance.

Under conditions where deflation is becoming a much more serious threat
than inflation and interest rates are close to zero, central banks are simply forced
to use a wider range of unconventional monetary policy instruments and meth-
ods, as well as extend their activities to new circles of participants and new sec-
tors of the financial market. It is not just about traditional instruments such as
lowering interest rates on deposit and credit operations, but also on the use of
the newest tools from the monetary policy arsenal of central banks. These in-
clude: large-scale purchases of state and corporate securities, extension of the
list of collateralized assets, long-term lending operations aimed at revitalizing the
market conditions in the real sector, stimulating investment activity and increas-
ing of demand for risky assets.

The use of such instruments, first of all, by the US Federal Reserve, and
later by other central banks of the leading countries of the world, reflects, in es-
sence, the formation of fundamentally new approaches to de facto expansion of
the traditional mandate to ensure price stability. This involves a substantial revi-
sion of the monetary policy objectives and the inclusion in their composition of
stimulating economic growth and reducing unemployment, that is, in essence,
the transition to a dual mandate of central banks.

Therefore, the main requirement for effective monetary policy in the post-
crisis period is to ensure not only price stability, but financial resilience of the
banking sector, as well as active promotion of economic growth. Only on such
bases can an effective influence of monetary regulation on the economy be en-
sured, which is determined by adequate actions of the central bank aimed at
maintenance the financial stability of the banking system of the country and sus-
tainable development of the real sector of the economy.
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