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achieve a substantial impact on the financial system, the needs 
for funds are great and it is most obvious in changes of the 
central banks’ balance sheet, shown in Fig. 1. It is evident that 
in the two-year period of the implementation of the 
unconventional monetary policy there has been a significant 
increase in the balance sheet, where the assets of all banks 
were the largest in the last quarter of 2008. In that period, the 
balance sheet of the Bank of England has increased 2.5 times 
and the balance sheet of the FED 1.5 times. Smaller increases 
are recorded among the ECB, with an increase of 50%, and the 
central bank of Japan, whose balance sheet increased by 
approximately 30%. 

II. SELECTIVE CREDIT POLICY IN THE U.S. AS A RESPONSE TO 
THE WORLD FINANCIAL CRISIS 

The recession that has gripped the U.S. with appearance of 
the global crisis, by its scale, is equal to the recession in the 
thirties of the twentieth century. The liberalized financial 
system has proved inadequate for self-recovery in the 
recession that has occurred, with falling equity markets and 
transmission mechanism which seemed unstoppable. In such 
economic conditions, the FED implemented drastic measures 
in the form of introducing the selective credit policies. The 
bubble of the real estate market soon became a financial 
bubble by increasing approved loans. Looking for an extra 
income and with little oversight of financial institutions and 
their operations, loans were approved with reduced attention 
to the creditworthiness of borrowers because it was still 
expected for prices of real estate to grow. In early 2007, the 
bubble burst as a result of the increase in non-repayment and 
falling of HPI index. Instruments related to real estate, such as 
MBS's and ABS, lost value, so the investors withdrew from 
the market and the banks stopped approving loans. The crisis 
further deepened in September 2008, when the losses and 
irregularities in the operation of many financial institutions 
were discovered. Investors were, at that point, losing 
confidence in the market and stock prices were falling. 
Uncertainty in imminent recovery further reduced the 
efficiency of the transmission mechanism and the size of the 
U.S. economy caused the occurrence of global crisis [4]. 

In the second half of 2009the U.S. unemployment rate 
reached 10%. The committee argued that the recession 
officially began in December 2007 [5]. The emergence of the 
financial crisis has introduced selective credit policies in the 
U.S. The FED has never officially announced the 
implementation of the policy or explicitly set a date for its 
implementation. Also, it has not changed the operating target 
from the overnight interest rates to targeting reserves. On the 
occurrence of the crisis in the middle of 2007, the FED 
responded by reducing the overnight interest rate overnight by 
50 base points in September of that year. As the economy 
weakened further, the FED continued to reduce the interest 
rate that was, until spring of 2008, decreased by a total of 325 
points. Due to the strengthening of the crisis, reduction in 
interest rates continued - in October 2008 the decrease was 
100 points. In December of the same year, it was decided to 
target an increase in interest rates overnight of 25 base points.  

Low interest rates and reduced efficiency of the 
transmission channel were directing the FED towards non-
conventional instruments. Reducing interest rates carried the 
risk of high inflation. The fear of inflation, which reached its 
peak in the middle of 2008, was largely based on the rapid rise 
in oil prices. The inflation expectations were based upon the 
growing demand for raw materials in countries with high 
economic growth, which was reduced as the crisis proceeded 
and the threat disappeared. 

Ben Bernanke [6], in response to the emergence of the 
crisis, divided FED instruments into three categories. The first 
group of instruments consisted of short-term liquidity support 
to financial institutions. Aside from the reduction in the 
overnight interest rates, this group also consists of programs 
established to provide short-term liquidity. Term Auction 
Facility (TAF) is an expanded version of open market 
operations with an increased number of eligible collaterals, as 
well as the institutions with whom the FED conducts 
transactions. Term Securities Lending Facility (TSLF) gives 
primary dealers the possibility of borrowing government 
bonds with a pledge of lower-quality securities, while the 
Primary Dealer Credit Facility (PDCF) was established with 
the intention of increasing dealer’s liquidity. Asset Backed 
Commercial Paper Money Market Mutual Fund Liquidity 
Facility (AMLF) was introduced in September. With this 
program ABCP were accepted as collaterals in order to 
increase the liquidity of money market funds. The importance 
of this program lies in the fact that securities that were not 
traded on this market were accepted as collaterals. The 
Commercial Paper Funding Facility (CPFF) program was 
initiated in October, in which unsecured commercial paper 
was accepted as collateral. The Money Market Investor 
Funding Facility program was established in November in 
order to improve the liquidity of money markets. This group 
includes separate swap arrangements between the FED and 14 
central banks. This program enabled central banks to borrow 
dollars in exchange for national currency with the aim of 
stabilizing the national currency and dollar as world currency. 
The risk of non-repayment, unless with another currency 
counter value, was reduced also by the fact that central banks 
are directly responsible for repaying funds, rather than 
institutions that borrowed the funds. According to these 
characteristics, it is evident that this is an indirect credit 
easing. 

The second group of FED instruments includes direct credit 
easing, and refers to the buying of commercial papers of 
private investors. The program aims to help the private sector 
in the process of refinancing under conditions where investors 
feel that companies are not capable of carrying out the 
obligations arising from securities (rollover risk) and non-
liquid capital markets. In cooperation with the Ministry of 
Finance, the FED would also accept the collateral securities 
issued on the basis of student loans, loans granted to small and 
medium businesses, loans for buying cars and credit card 
transactions. Securities must be AAA-level and an additional 
discount (haircut) is charged at their purchase. 

Buying government bonds is the third group of instruments, 
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and the direct quantitative easing category. This includes the 
purchase of securities of GSE, such as the MBS's. Purchase of 
toxic assets also means a reduction in the quality of the central 
bank's balance sheet. The obvious intent of the FED is 
purchasing these securities to increase their market price [7]. 

By reviewing the taken measures in chronological order, 
they can be seen in four steps [8]. In the first period, which 
lasted from June to December 2007, the FED reduced 
overnight interest rates, but the size and composition of its 
balance sheet was not significantly changed. GDP and 
employment did not achieve a significant drop. In August of 
that year, FED increases overnight lending to thirty days, 
which becomes the first sign of tension in the financial system. 
The second period began in December 2007and there was a 
significant deterioration of macroeconomic indicators, while 
the FED introduced the TAF and TSLF programs. 

Despite introduced programs, economic indicators 
continued to worsen in 2008and the culmination of the third 
period was a problem of refinancing the investment bank Bear 
Stearns, which was saved thanks to the FED's intervention and 
toxic assets removal, after which the bank was sold to JP 
Morgan Chase Bank. In the same month the FED introduced 
PCDF and TSLF programs. In the first three periods, that 
lasted until September 2008, the policy implemented by the 
FED can be described as qualitative (credit) because it refers 
to reformulation of the balance sheet – the FED had higher 
quality securities, mostly government bonds, which through 
various programs were replaced with lower-quality assets, 
while the balance sheet increased by minor amount of about 
3%. The fourth period began with the bankruptcy of Lehman 
Brothers and the further deterioration of economic indicators. 
The FED stopped the sterilization of purchased securities by 
selling government bonds and at the same time started lending 
to the same banks. After the collapse of Lehman Brothers, the 
central bank did not have a sufficient number of government 
bonds for sale, or lending to commercial banks. As a result of 
this policy FED's balance sheet increased during the period of 
September and December by more than 100%. During this 
period, new programs, AMLF, CPFF, and MIFF, were 
introduced. 

Programs AMLF, CPFF, PDCF and TSLF and swap 
arrangements with central banks were abolished in January 
2010, and TAF in April the same year [10]. The FED’s 
balance sheet increased by 177% in the observed period. On 
the asset side the growth of the securities stands out as 181%. 
Within this item, there is an evident reduction of assets 
contained in Treasury bills by almost 100%, while the 
categories of government bonds have increased to more than 
100% and exceeded $1 trillion. These sizes are the result of 
the Federal Reserve’s efforts to cut down the interest rates. 
MBS comprises one of the most important balance sheet items 
and their value, including the securities guaranteed by the 
government, exceeds $1 trillion. The absence of repossession 
with a regard to the insolvency of the financial system is 
understandable. The categories of other loans and other assets 
increased by 1600% and 200% respectively, but their 
importance in absolute terms is little. Despite many programs 

that the FED started, it is evident that FED's balance sheet 
reflects the results of a quantitative policy. Specifically, on 
January 3rd 2007 and February 9th2011, 90% of the asset side 
of the balance sheet is contained in the securities. 

 
TABLE I 

THE BALANCE SHEET OF THE FED BEFORE AND DURING THE 
IMPLEMENTATION OF UNCONVENTIONAL MONETARY POLICY [9] 

ASSETS (in millions of dollars) January 
2007 

February 
2011

Change 
(%)

Gold Stock 11041 11037 0
Special drawing rights certificate account 2200 5200 136
Securities 810771 2279028 181

Bills 277019 18423 -93
U.S: Treasury Bonds 533752 1150904 116

Federal agency debt securities NA 144624 NA
Mortgage backed securities NA 965077 NA

Repurchase Agreements 39750 0 -100
Other Loans 1262 22112 1652
Maiden Lane LLC NA 26565 NA
Maiden Lane II LLC NA 16038 NA
Maiden Lane III LLC NA 23028 NA
Term Securities Lending Facility NA 686 NA
Central banks liquidity swaps NA 70 NA
Other Assets 39107 117990 202
TOTAL 904131 2501754 177
LIABILITIES AND CAPITAL  
(in millions of dollars) 

January 
2007 

February 
2011

Change 
(%)

Currency in Circulation 818497 947260 16
Reverse Repurchase Agreements 29742 56022 88
Deposits 19827 1427328 7099
Deposits with F. R. Banks,  
other than reserve balances 13342 1189250 8814

US Treasury, General Account 6156 62516 916
US Treasury, Supplementary  
Financing Account NA 174967 NA

Foreign official 90 118 31
Other 239 477 100
Other liabilities and capital 36065 71144 97
TOTAL 904131 2501754 177

Note: Items marked with NA did not exist before the introduction of 
unconventional monetary policy. 

 
Liabilities show that the reverse repossessions have 

increased by almost 90%, which is understandable due to 
efforts to increase the liquidity of the system. The most 
significant increase has been recorded in the item of deposits, 
in fact specifically reserves, which have increased by 8814%, 
and is also most important in absolute terms with an increase 
from 13.3 billion to 1.1 trillion dollars. Supplementary 
Financing Account in item deposits emphasizes the support 
for the growth of the economy with $174 billion. Given the 
growth of the balance sheet, recapitalization of the FED is not 
surprising. These changes have illustrated the importance of 
the items of liabilities and equity. While the most important 
item before the crisis was the currency in circulation, with a 
share of almost 90%, the emergence of the crisis and the 
growth of reserves, made this category the most important one 
by a margin of 48%, while currency in circulation makes up 
38% of liabilities and capital. 
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infinitely far out on the frontier with both expected return and 
risk unbounded. 

After calculating all the necessary indicators and 
intermediate steps, the only thing left is to place restrictions on 
the minimum standard deviation in order to ensure minimal 
risk of lending to certain sectors of the economy. Results, 
which show the extent of investments in certain sectors, can be 
seen in the following table. 

According to this research, and given the assumption that 
the Croatian National Bank is not ready to release into 
circulation more than 1 billion € of its international reserves in 
order keep national currency exchange rate stable, one could 
easily determine how such a policy would reflect in economy 
using the following formula: 

 
ܦܩ ଶܲ଴ଵଵ ൌ ܦܩ ଶܲ଴ଵ଴ ൅ ݋ݎݑ1ܾ݊݁ כ 1,221 כ  (3)  ܴܧܥ

 
where: 
GDP – represents gross domestic product (275 bnHRK in 
2010) 
CER – currency exchange rate EUR/HRK (7.2857 for 2010) 

 
TABLE IV 

RESULTS OF CALCULATION 
ECONOMIC SECTORS Weights 

Mining and quarrying 0,050% 
Manufacturing 16,244% 

ELECTRICITY, GAS, STEAM AND AIR  
CONDITIONING 7,672% 

Water supply, waste water management and  
remediation activities concerning environment 10,164% 

CIVIL ENGINEERING 9,908% 
TRANSPORTATION AND STORAGE 10,598% 

Accommodation providers and food service 11,453% 
INFORMATION AND COMMUNICATION 10,075% 

REAL ESTATE 4,151% 
PROFESSIONAL, SCIENTIFIC AND  

TECHNICAL ACTIVITIES 9,361% 

ADMINISTRATIVE AND SUPPORT  
SERVICE ACTIVITIES 10,323% 

TOTAL 100% 
RETURN ON INVESTMENT 22,091748% 

STANDARD DEVIATION 0,00000314942360% 
 
The result is that, with all other variables ceteris paribus, 

the growth rate of gross domestic product is to be 3.23%. 

IV. CONCLUSION 
With the appearance of the world financial crisis, the 

selective credit policy has unexpectedly, but justifiably, 
become the topic of the research papers and many analysis. 

Selective credit policy has never been officially introduced 
in US, but programs of assistance and support to the financial 
system were stressed to avoid speculations about its duration. 
After the introduction of the programs without composition 
changes of the balance sheet which had not returned the 
expected results, the FED introduced quantitative easing and 
in the last quarter of 2008 had increased the balance sheet by 
more than 100%, thus providing direct support to the system. 
The final effects have been subjects of different 

interpretations. While one view highlights the poor results of 
the recovery of the financial sector, the second underlines the 
role of FED policy in preventing even deeper crisis than the 
actual. Specifics of the potential use of selective credit policies 
as an instigator of economic growth in Croatia preclude the 
use of classical forms of quantitative and qualitative easing. 
Options such as specifying the rate at which Croatia borrows 
in discretionary way and subsidizing the interest rate for loans 
to certain sectors of the economy are possible, but require the 
alignment of monetary and fiscal policy. Understanding the 
effects of selective credit policy and practical examples are the 
bases for performing several important observations. 

Selective credit policy is, regardless of its form, a rough 
instrument of monetary policy. In its opposites, it requires a 
large increase in the balance sheet, or significant changes in its 
composition in order to realize effects on the economy, while 
mostly practiced are a combination of the two forms. Such 
operations necessarily take place for an extended period in 
which the central bank, along with higher costs, takes over the 
role of market mechanisms and thus further contributes to the 
distortion of financial markets. Due to the inability to use the 
discount interest rate, which is usually close to or equal to 
zero, fine adjustments are difficult. 

Authors conducted analysis in order to optimize the 
distribution of selective monetary policy loans among 
economic sectors in Croatia. 
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