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INTERVENTION IN THE FOREIGN EXCHANGE 
MARKET

• Central banks’ intervention and the money supply

• A central bank’s sale of foreign currency (foreign assets) leads to an equal decline in its 
international reserves and the monetary base.

• A central bank’ s purchase of foreign currency (foreign assets) results in an equal rise in 
its international reserves and the monetary base.

Central bank Central bank

Assets Liabilities Assets Liabilities

Foreign Assets -$1B Currency in circulation -$1B Foreign Assets +$1B Deposits with the central bank +$1B

(International Reserves) (International Reserves) (reserves)



PURPOSE OF THE INTERVENTION

• Additional tool to provide liquidity in the market.

• Foreign operations: buying and selling forex / SWAP contract

• Creating demand and supply in the forex market 

• Redirect exchange rate to the targeted level (fixed exchange rate)

• Stabilize the movement of the exchange rate.
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OFFICIAL RATE EF ABOVE E*: IMPLEMENTATION 
AND INTERVENTION

• Domestic currency (ef) is undervalued.

• Excess Sfx; BOP > 0.

• Central bank buys FX to fix ef.

• Accumulation of FX.

• Problem?
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Mechanically, monetary base will rise, 
following the attempt to sustain the 
exchange rate at the targeted level 
(under fixed exchange rate)

Revaluation: lower ef to get close to e*



OFFICIAL RATE EF UNDER E*: IMPLEMENTATION 
AND INTERVENTION

• Domestic currency (ef) is 
overvalued.

• Excess Dfx; BOP < 0.

• Central bank must sell FX to fix ef.
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OFFICIAL RATE EF UNDER E*: IMPLEMENTATION 
AND INTERVENTION
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But official reserves are not unlimited?

Devaluation of domestic currency; 
making domestic currency value 
weaker.



INTERVENTION IN THE FOREIGN EXCHANGE 
MARKET

• Good exports on service: Sfx Sfx’

• Hurting goods-exporting firms

• Central bank intervenes the market by 
buying the USD, creating demand 
Dfx’.

• Rather than having baht quickly 
appreciated, central bank can slow 
down the pace of its appreciation.
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INTERVENTION IN THE FOREIGN EXCHANGE 
MARKET

• Unsterilized forex intervention:

• Buying more USD implies more foreign reserve accumulated.

• Monetary base will increase
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• Central bank might offset the 
increase of monetary base by 
conducting the OMO sale.

• The technique is commonly called 
“Financial sterilization”, aka sterilized 
forex intervention.



INTERVENTION IN THE FOREIGN EXCHANGE 
MARKET
• Sterilized foreign exchange intervention

• To counter the effect of the foreign exchange intervention, conduct an offsetting 
open market operation

• There is no effect on the monetary base.

Federal Reserve System

Assets Liabilities

Foreign Assets Monetary Base

(International Reserves) +$1B (reserves) 0

Government Bonds -$1B



APPLICATION: QES AND EMERGING MARKET 
CURRENCY
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CURRENCY

13

e

Q

Sfx

e*

Q*

Dfx

Sfx'



APPLICATION: QES AND EMERGING MARKET 
CURRENCY
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• Emerging market central banks 
had worried about the pace of 
appreciation.

• They intervened the forex 
market.
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• Intervention was followed by the sterilization program.
• Central banks then offset the increase of money supply by conducting OMO sale!

OMO sale  limitation?
• Direct absorb the liquidity by issue central bank’s bond. 

Interest rate differential!



APPLICATION: QES AND EMERGING MARKET 
CURRENCY
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• Intervention was followed by the 
sterilization program.

• Central banks then offset the increase 
of money supply.

OMO sale  limitation?

• Direct absorb the liquidity by issue 
central bank’s bond. 

• What’s the problem?

Interest rate differential!



APPLICATION: QES AND EMERGING MARKET 
CURRENCY
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Interest rate differential!

• EME bonds offer higher yield!
• US bonds offer low yield!

Technically, central bank is selling
Higher-yield bond to acquire lower-yield
bond
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Benefit?

1. Many have argued that having “excess” 
foreign reserve is good; buffer for the capital 
outflow! (Much like why we have a 
precautionary saving.)

2. FX reserve buffers help containing risk

Soverign risk premia down with respect
to high “FX reserves/Imports”



APPLICATION: QES AND EMERGING MARKET 
CURRENCY 

• Old thoughts, revisited! The Controls on capital inflows:

• Lead to a lending boom and excessive risk taking by financial 
intermediaries

• Controls may block funds for productions uses

• Produce substantial distortion and misallocation

• Lead to corruption
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APPLICATION: QES AND EMERGING MARKET 
CURRENCY 

• Controls on capital outflows: 

• Promote financial instability by forcing a devaluation

• Seldom effective and may increase capital flight

• Lead to corruption

• Lose opportunity to improve the economy
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