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Preface

This Occasional Paper aims to develop a deeper understanding of foreign exchange
intervention in emerging markets. Central banks intervene in the foreign exchange
market for several reasons, including to calm disorderly markets, correct misalign-
ments, and accumulate reserves. The prevalence of central bank intervention in emerg-
ing markets has led to renewed interest in how central banks should intervene to
maximize their efficacy. This paper sheds light on a number of operational aspects of
intervention. It also presents evidence on intervention practices and characteristics
based on a survey on the organization of foreign exchange markets in developing coun-
tries. The survey was carried out in 2001 by the International Monetary Fund. Finally,
the paper presents empirical evidence on the effectiveness of intervention in Mexico
and Turkey, two countries where intervention data are publicly available. The authors
emphasize that intervention is not an independent policy tool and is most effective
when the exchange rate policy is consistent with other macroeconomic policies.

The authors are grateful to Stefan Ingves and Herve Ferhani for their support for
this project. We would like to thank Kai Barvell, Hali Edison, Shyamala Gopinath,
Scott Roger, Barry Topf, and Mark Zelmer for insightful comments on earlier drafts.
The authors are also indebted to Nirmaleen F. Jayawardane and Ranee Sirihorachai
for their excellent assistance in the preparation of the manuscript, and to Gail Berre
and David Einhorn of the External Relations Department for editing and coordinating
production of the publication.

The views expressed in this paper are solely those of the authors and do not neces-
sarily reflect the views or policies of the national authorities or the International Mon-
etary Fund or its Executive Directors.



| Introduction

Shogo Ishii

Central banks operating flexible exchange rate
regimes intervene in the foreign exchange mar-
ket for a variety of reasons. In developing countries,
prevalent among those reasons are to correct mis-
alignment or stabilize the exchange rate, calm disor-
derly markets, accumulate reserves, and supply
foreign exchange to the market when the public sec-
tor is a prime foreign exchange earner and the central
bank is the public sector’s foreign exchange agent.!

Risks associated with central bank intervention are
high, particularly in developing countries. Interven-
tion puts the central bank’s credibility and scarce for-
eign exchange reserves at risk. The depletion of
reserves by Mexico in 1994 and by Thailand in 1997
while defending their currencies was an important
factor in their respective financial crises.

Intervention is widespread in developing coun-
tries, in contrast to its steady decline in advanced
economies. This pattern may reflect the fact that
exchange rate stability commands a high premium in
economies where liability dollarization and pass-
through from exchange rate movements to inflation
are higher. According to a 2001 survey on the orga-
nization of foreign exchange markets carried out by
the International Monetary Fund, central banks in
many developing countries intervene in the foreign
exchange market frequently and in amounts that are
large relative to total market turnover. They also tend
to back up their interventions with monetary policy
to enhance their effectiveness in stabilizing the
exchange rate. In other words, these central banks
often do not sterilize the impact of their foreign
exchange purchases and sales on domestic money
supply.

Despite a vast literature on the effectiveness of
intervention in advanced economies, empirical
research on its effectiveness in developing countries
is limited. Similarly, there are few sources of guid-
ance on the operational issues and best practices in

IIn this paper, the term “developing countries” includes emerg-
ing and transition economies.

this area for developing countries. This paper
attempts to shed light on a number of questions
about the mechanics of interventions by central
banks, including the timing and amount, rules versus
discretion, degree of transparency, and the choice of
markets and counterparties. It also presents empiri-
cal evidence of the effectiveness of interventions in

Mexico and Turkey, where daily intervention data

are publicly available.

Throughout this paper it is emphasized that inter-
vention is not an independent policy tool. Its success
is conditional on the consistency of targeted
exchange rates with macroeconomic policies. The
paper also presents a number of reasons for central
banks to be selective in their interventions and parsi-
monious in their use of foreign exchange reserves:

* Exchange rate misalignments and disorderly
markets—the most common justifications for
intervention—are extremely difficult to detect.
There is no consensus on a methodology to esti-
mate the equilibrium exchange rate.

e Determining the timing and amount of interven-
tion is a highly judgmental exercise, and the two
depend heavily on such factors as changing market
conditions, the nature of economic shocks, and
available reserves.

* Empirical evidence on the effectiveness of inter-
vention in influencing the exchange rate is mixed,
and even where favorable evidence is found, the
impact of intervention on the exchange rate level is
short lived. Similarly, empirical studies find that
intervention tends to increase exchange rate
volatility under flexible exchange rate regimes.

It is important that intervention policies and objec-
tives be transparent and clearly specified and that
decisions to intervene be made after rigorous analy-
sis of market conditions. Transparency in interven-
tion objectives can enhance the credibility of the
central bank by holding it accountable for its record
of policy implementation, even though the degree of
transparency in the tactical implementation of inter-
vention policies may vary with the specific objec-
tives involved.





