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Introduction. Two economical giants exist in the
world influencing monetary policy creation. They have
powers and established system on regulation of the
multiregional economic conditions. Comparing these two
systems we can find out and analyze the necessity,
benefits or drawbacks of their work. Sometimes we even
cannot imagine how global and stable they can be. With
the help of systematic comparison of Eurosystem and
the US Federal Reserve System we can explore the
importance of their existence as a major source of
financial resources. The legal status and several of their
tasksdiffer; therearefewer differencesintheir institutional
structures, monetary policy frameworks, as well as the
use of policy instruments.

The Federal Reserve System and ECB. These
systems are unusua mixture of both public and private
elements. It can influence on how fast or how slow the
economy will grow or contract. Let’s consider the
structure of the ECB and The Federal Reserve.

On June 1, 1998, the Executive Board of the ECB
held its first meeting at its headquarters in Frankfurt,
Germany [4]. Six months later the ECB assumed
responsibility for monetary policy in the euro area,
bringing to fruition aplan for monetary union first outlined
nearly two decades earlier. The euro areais unique among
common currency areas. 12 sovereign nations have not
only adopted a common currency, the euro, but have
also created a supranational organization, the ECB; this
institution, alongwith input from the head of each member
country's national central bank, sets monetary policy for
the euro area. 90 years ago, the Federal Reserve Act
created a central bank for the United States consisting of
12regiona (District) Federal Reserve Banksand aseven-
member Federal Reserve Board in Washington, D. C. In
1935 the Federal Reserve Board was renamed the Board
of Governors of the Federal Reserve System. The
European System of Central Banks consists of 15 national
central banks and a six-member Executive Board in
Frankfurt, Germany. The 15 central banks correspond
to the 15 member countries of the European Union. The
three central banks whose countries are not members of
the euro area participate in few of the activities of the
European System of Central Banks. The Eurosystem is
the term used to refer to the ECB and the 12 national
central banks of the member countries [5]. The 12
Didtricts of the Federal Reserve System, in contrast to

the national central banks of the Eurosystem, do not
correspond to political entities. These 12 Districts are
divided along county lines, encompassing not only
multiple states, but portions of states. Indeed, inthe early
years of the Federal Reserve System, some border
counties petitioned and were allowed to switch Districts.
In the table below we can see the main differences
between Federal Reserve and ECB systems.

Based on this table we'll consider strategy of both
systemsin moredetail becauseit isone of the fundamental
differences.

Monetary Policy. The main function of both the
Federal Reserve and the ECB isto conduct monetary policy
to achieve the goals assigned by their respective charters
[11]. In the short run, monetary policy influencesinflation
and the economy-wide demand for goods and services
and, therefore, the demand for the employeeswho produce
those goods and services. It occurs primarily through its
influence on thefinancial conditionsfacing householdsand
firms. The inflationary consequences of rising commodity
pricesrepresent an important challengefor monetary policy.
Rising commodity pricesresultin anincreaseininflation,
but at the same time have negative consegquences on
economic activity. Their implications for monetary policy
are less straightforward than those of demand shocks.
For example, a positive demand shock, that increases
inflation and output, callsfor monetary tighteningin order
to stabilize both. However, theimplications of commodity
price shocks are less clear cut. During normal times, the
Federal Reserve has primarily influenced overall financial
conditions by adjusting the federa funds rate — the rate
that banks charge each other for short-term loans [11].
Movementsin thefederal fundsrate are passed onto other
short-term interest rates that influence borrowing costs
for firmsand households. Movementsin short-term interest
rates also influence long-term interest rates (such as
corporate bond rates and residential mortgage rates)
becausethoseratesreflect, among other factors, the current
and expected future values of short-term rates. In addition,
shifts in long-term interest rates affect other asset prices,
most notably equity prices and the dollar’s exchange rate.

Monetary policy aso has an important influence on
inflation. When the federal funds rate is reduced, the
resulting stronger demand for goods and servicestends to
push wages and other costs higher, reflecting the greater
demand for workers and materials that are necessary for

Exonomivynuii Bicauk JJou6acy Ne 4 (34), 2013



0. V. Malyshko, K. A. German

production[2], [8]. In addition, policy actionscan influence
expectations about how the economy will perform in the
future (Figure 1), including expectations for prices and
wages, and those expectations can themselves directly
influence current inflation. Monetary policy has an
important additional effect on inflation through
expectations —the self-fulfilling component of inflation [3].
Many wage and price contracts are agreed to in advance,
based on projections of inflation. If policymakers hike
interest rates and communicate that further hikes are
coming, this may convince the public that policymakers
are serious about keeping inflation under control [6]. Long-
term contracts will then build in more modest wage and
price increases over time, which in turn will keep actual
inflation low.

Monetary policymakersand central banksuniversaly
recognize that, in the long run, inflation is strictly
determined by monetary policy [7]. However, they
disagree sharply about the role of monetary aggregates
in the conduct of monetary policy.

Monetary aggregates. Given that many different
financial assets are close substitutes, and that the nature
and characteristics of financial assets, transactions and
meansof payment are changing over time, itisnot always
clear how money should be defined and which financia
assets belong to which definition of money. Central banks
usually define and monitor several monetary aggregates.
The ECB’s definitions of euro area monetary aggregates
are based on harmonized definitions of the money-issuing
sector and the money-holding sector as well as of

categories of monetary financial institution (MFI)
liabilities. The money-issuing sector comprises MFls
resident in the euro area. The money-holding sector
includesall non-MFIsresident in the euro areaexcluding
the central government sector [9]. Based on conceptual
considerations and empirical studies, and in line with
international practice, the Eurosystem has defined a
narrow (M1), an “intermediate” (M2) and a broad
monetary aggregate (M3). These aggregates differ with
regard to the degree of liquidity of the assetsand include:

— M1includescurrency, i. e. banknotes and coins,
as well as balances that can immediately be converted
into currency or used for cashless payments, such as
overnight deposits.

— M2 comprisesM1 and, in addition, depositswith
an agreed maturity of up to two years or redeemable at a
period of notice of up to three months. These deposits
can be converted into components of narrow money,
but some restrictions may apply, such as the need for
advance notification, penalties and fees.

— M3 comprises M2 and certain marketable
instruments issued by the resident MFI sector [5]. These
marketable instruments are repurchase agreements,
money market fund shares/units and debt securities with
a maturity of up to two years (including money market
paper). A high degree of liquidity and price certainty make
these instruments close substitutes for deposits. As a
result of their inclusion, broad money is less affected by
substitution between various liquid asset categories
than narrower definitions of money, and is more stable.

Table 1

Comparativeanalysis

|[ECcB |Fed
structure [Majority of the NCB IMajority of the Board
obj ectiveqPrice stability Full employment, stable prices, moderasg
interest rates
strategy |Two-pillar approach Case-by-case
Rule-based monetary policy Discretionary monetary policy
doctrine |Long-run neutrality of money Affect economic variables
indepen- |High levd of independence Independent government agency
dence of]European institutions have no authorityReportsfour times ayear to Congress
each over ECB President can remove a member
Lack of trangparency
Rule based Discretionary
= one reyponse to every economig= come to adecison case-by-case
Stuation
+cond gency +flexible
+pl ausibility +best reaction
+predictable
+qui ck decisions
ECB & € Fed & $
- anew central bank and currency - an egtablished centrd bank and currency
- aheterogeneous area - ahomogeneous area

Exonomiunuii Bicauk JJoubacy Ne 4 (34), 2013

97




0. V. Malyshko, K. A. German

9.00

8.00

7.00
6.00
5.00
4.00
3.00
2.00
1.00
0.00

Jan.2006
May.2006
Sep.2006
Jan.2007
May.2007
Sep.2007 |
Jan.2008
May.2008

Expectedinflation 1-year

Sep.2008

Monetary Policy Interest Rate

T T T T
o o @ 0O A4 o = 9=
o o 9 2 3 e B B B |
o 0o 9 o o O o o 9O o
L B T L TS T L T B By
= g- a c %- a c %- o c
22488282245

Expected inflation 2-years

Fig. 1. Inflationary Expectationsand M onetary Policy

Holdingsby euro arearesidentsof liquid assets denominated
in foreign currencies can be close substitutes for euro-
denominated assets.

Effect of Monetary Policy. Unanticipated changes
in monetary policy will produce both price (substitution)
and income effects [8].The sequence of events to occur
with regard to the price effect is as follows:

— Redl interest rates will be reduced.

— Asreal interest rates are reduced, domestic
financial and capital assets become less attractive as a
result of their lower real rates of return. Foreigners will
reduce their positions in domestic bonds, real estate,
stocksand other assets. Thefinancial account (or balance
on capital account) will deteriorate asaresult of foreigners
holding fewer domestic assets. Domestic investors will
be more likely to invest overseas in the pursuit of higher
rates of return [3].

— The reduction in domestic investment by
foreigners and the country's citizens will decrease the
demand for the nation's currency and increase the demand
for the currency of foreign countries. The exchange rate
of the nation's currency will tend to decline.

— With no government intervention, the financial
account and the current account must sum to zero. As
the financial account declines, the current account will
be expected to improve by an equal amount. In other
words, the balance of trade should improve. The
country's export will have become relatively cheaper and
importswill be relatively more expensive.

The effect of an expansionary monetary policy is
to lower the exchange rate, weaken the financial account
and strengthen the current account. A restrictive monetary
policy would be expected to result inthe opposite: ahigher
exchange rate, a stronger financial account and aweaker
current account (amore negative, or aless positive balance
of trade) [1]. With a program of expansionary (easy)

monetary policy, the following sequence of eventswould
be expected to occur with regard to the income effect:

— The domestic GDP will rise.

— Therisein domestic GDP will tend to increase
the demand for imports. The increase in imports will
cause the current account to deteriorate.

— The increase in imports purchased will increase
theneed to convert domestic to foreign currency. Asaresullt,
the exchange rate of the domestic currency will decrease.

— With no government intervention, the financial
account must now move toward a surplus as the financia
and current account must sum to zero. Due to the increase
in imports, foreigners will now have a surplus of the
nation’s currency. If foreigners do not use that currency
to purchase the country’s exports (which would improve
the current account balance), they will ultimately need to
invest that currency in the assets of the domestic country.
Thisexplainswhy countriessuch as Chinaand Japan invest
large sumsin assets such as U.S. Treasuries. The holders
of the U.S. $ must put it to work somewhere! Foreign
investors are often getting better rates of return than what
might be readily apparent because the val ue of the domestic
currency is falling relative to their own currency. In
summary, the income effect of expansionary monetary
policy tends to lower the domestic currency exchange
rate, weaken the current account and work to improve
the financial account. A restrictive monetary policy tends
to cause the opposite due to the income effect. The
domestic currency exchange rate increases, the current
account improves and the financia account weakens.

Conclusion. The Federal Reserveand the ECB view
the role of monetary aggregates in the conduct of policy
very differently. For the Fed, the aggregates are just one
set of many economic indicators that are monitored for
insight into the outl ook for economic activity and inflation
[10]. For the ECB, the aggregates — M3 in particular —
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represent one of two pillars of monetary policy [5]. As
such, developments with the money supply carry more
weight in policy decisions at the ECB than developments
with other indicators of the outlook for economic activity
or inflation. This difference in the role assigned to money
in monetary policy stems from two related sources. Firt,
asanew central bank, the ECB needed amonetary strategy
in place that would giveit the inflation fighting credibility
of the national central banksit wasreplacing. In particular,
the ECB wanted to inherit the credibility of the German
Bundesbank [4]. Although the ECB chose not to target
money growth in the way the Bundesbank did, the ECB
strategy preserved a specia role for money. Second, asan
empirical matter, money growth ismore highly correlated
with inflation in the medium to long run and a better
predictor of inflation in the Euro area than in the United
States. Going forward, the role of money in monetary
policy islikely to be continually examined within both the
Federal Reserve and the ECB. At the Fed, Chairman
Bernanke has said, “...the Federal Reserve will continue
to monitor and analyze the behavior of money. Although a
heavy reliance on monetary aggregates asaguideto policy
would seem to be unwise in the U. S. context, money
growth may still contai nimportant information about future
economic developments’. Attention to money growth is
thus sensibleas part of the eclectic modeling and forecasting
framework used by the U. S. central bank [10].

At the ECB, policymakers will need to evaluate
recent rapid money growth in the context of future
inflation developments. A key question is whether
the recent acceleration in the decline in M3 velocity
is permanent or temporary. If permanent, ECB
policymakers may need to reevaluate, and possibly raise,
the reference value they assign to M3. If temporary,
policymakerswill need to determinewhether vel ocity will
continue to be affected by temporary fluctuationsin M3
that are unpredictable. The emergence of an unstable and
unpredictable velocity trend in the Euro area could mean
that the ECB would need to move closer to the Federal
Reserve in its approach to monetary analysis.
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Majumxo O. B., I'epman K. A. T'oJioBHi dinan-
COBi peryJsiTopu. NMopiBHILHMI aHasi3 @Denepalinb-
Hoi Pe3epBHoOi cucremu ta €Bpocucremu

Ls cTarTst MICTUTB CCTEMAaTU4HE MOPIBHAHHA €Bpo-
cucremu Ta Genepansuoi Pezepsuoi Cuctemu CIIA sk
OCHOBHHUX E€KOHOMIYHHX peryiasTopis. byino BukonaHo
MOPIBHSJIBHUN aHaNi3 MUX IBOX cucTeM. byno onucano
CYTHICTh MOHETAPHOI MOJITHKH, 11 €(EeKTH, a TAKOX I'Po-
IIOB1 arperaru.

Kniouosi crnosa: cTpykTypa MOHETapHOT TIOJITHKH,
eBpocucTeMa, GeiepaibHa pe3epBHA cucTeMa, THQIISIIIIS,
LIEHTpaJIbHI OaHKH, TPOIIOBI arperaTH.

Mauabimko A. B., I'epman E. A. TnaBubie ¢u-
HAHCOBBIE PeryJsiTOPbl. CPABHUTEJbHbINH aHAIM3
®enepanbHoil Pe3epBHoii cuctembl u EBpocucremMbl

Ota cTaThsl CONEPKUT CUCTEMATUIECKOE CPaBHEHHE
EBpocucremsl u ®enepanbhas Pezepsroit Cuctems: CILIA
KaK OCHOBHBIX SKOHOMHYECKHX PEryasTopoB. Bei1 BBI-
IIOJIHCH CpaBHI/ITeHBHLIﬁ AHaJIU3 3TUX AIBYX CUCTEM. brum
ONMCAaHBl CYIIHOCTh MOHETAPHOH NOJUTUKH, € 3 dek-
ThI, & TAK)KE JECHCIKHBIC arperaThl.

Knrouesvie cnoea: crpykTypa MOHETApHOU IIOJIUTUKHY,
eBpocucTeMa, peaepanbHas pe3epBHas cucrema, HH(s-
WS, [ICHTPATbHBIC OaHKH, JICHS)KHBIC arperaThl.

Malyshko O. V., German K. A. Main Financial
Regulators: Comparative Analysis of Federal
Reserve and Euro System
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