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Abstract

In this paper we illustrate a new analytical method and present new results on the relationship
between foreign exchange market intervention and market expectations in the dollar/mark and
dollar/yen markets between 1985 and 1996, and 1991 and 1996, respectively. The paper improves on
previous work in several important respects. First, we use official data on intervention carried out by
the G10 central banks in the dollar/mark and dollar/yen markets from 1985 to 1996 and from 1991 to
1996, respectively. Second, we also consider data on market expectations of intervention derived from
press reports to investigate the extent to which markets were driven by perceptions of intervention as
well as actual intervention. Third, we broaden the perspective on the relationship between intervention
and market expectations by looking at the entire expected distribution of future exchange rates. The
four moments of estimated probability density functions (PDFs) allow a more complete
characterisation of the state of market expectations on a particular day. Fourth, we use a data set on
macroeconomic variables that allows for the influence of factors other than intervention on exchange
rates.

We follow two complementary approaches to analyse the relationship between intervention and
market expectations. The first is based on an event analysis, and investigates how the moments of the
PDFs changed around a number of important intervention episodes. The main advantage of this
approach is that it can identify the context in which each particular intervention episode occurred and
the objectives that central banks were actually pursuing. The second approach looks at averages over
episodes and uses econometric techniques to reveal broad average tendencies. It has the advantage
that it can summarise results for a large number of individual episodes, while at the same time
controlling for the influence of factors other than intervention.

Based on the event study methodology, we conclude that, depending on circumstances, particular
interventions did succeed in affecting traders’ expectations of future exchange rate movements in line
with policymakers’ objectives. We also find that the impact of interventions varies considerably across
episodes. By contrast, when using econometric techniques to look at the average experience for
different sub-periods, we find no evidence that intervention on its own had a statistically significant,
systematic impact on expected future exchange rates, where statistical significance is measured at the
usual significance levels. Likewise, while there is some evidence that for the period 1992-96 concerted
interventions may have had a stronger impact on market expectations, econometric results suggest
that different intervention strategies did not seem to have systematically dissimilar effects at the 95%
or 90% confidence level. Hence, the interpretation of our results depends in part on the reader’s views
on the two approaches that we use, as well as the ultimate objectives of intervention in particular
circumstances.
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1. Introduction?

The efforts to stem the decline of the yen in 1998 and to support the euro in autumn 2000 have
brought the issue of the effects of foreign exchange intervention back to prominence. The context in
which intervention is carried out has changed markedly since the time of the Plaza and Louvre
Accords. Moreover, the analytical tools for studying this relationship have evolved considerably since
the time of the Jurgensen Report. This study illustrates a new method and presents new results on the
relationship between foreign exchange market intervention and market expectations. It looks at the
period from 1985 to 1996 and focuses exclusively on intervention with respect to the dollar, mark and
yen in a floating exchange rate regime.

While a number of studies have considered the impact of intervention on exchange rates, focusing on
the level and the variance of exchange rate changes, and more recently, data on the volatility implied
in option prices have been used to measure the effect of intervention on market uncertainty, this study
extends on previous work in several important aspects. First, it uses a unique set of official data on
intervention carried out by the G10 central banks in the dollar/mark and dollar/yen markets from 1985
to 1996 and from 1991 to 1996, respectively. Second, this study also considers data on market
expectations of intervention derived from press reports, to throw further light on the extent to which the
market is driven by perceptions of intervention as well as actual intervention. Third, the study broadens
the perspective on the relationship between intervention and market expectations by looking for the
first time at the entire expected distribution of future exchange rates. The four moments of this
distribution - mean, variance, skewness and kurtosis - allow a more complete characterisation of the
state of market expectations on a particular day. Estimates of these moments therefore provide a new
tool to analyse the relationship between intervention and market expectations in a more
comprehensive way. Together with other tools, it may help inform central banks’ decisions on
intervention. Fourth, this study uses a data set on macroeconomic variables that allows for the
influence of factors other than intervention on exchange rates and that is richer than data sets used in
previous studies.

The study utilises two complementary approaches to analyse the relationship between intervention
and market expectations. The first is based on an event analysis, and investigates how the moments
of estimated probability density functions (PDFs) changed around a number of important intervention
episodes. The main advantage of this approach is that it can identify the context in which each
particular intervention episode was carried out and the objectives that central banks were actually
pursuing. The second approach looks at averages over episodes to uncover broad average
tendencies. It has the advantage that it can summarise results for a large number of individual
episodes, while at the same time controlling for the influence of factors other than intervention.

Based on the event study methodology, the study finds that, depending on circumstances, particular
interventions did succeed in affecting traders’ expectations of future exchange rate movements. It also
finds that the impact of interventions varies considerably across episodes. By contrast, when using
econometric techniques to look at the average experience for each sub-period the study finds no
evidence that intervention on its own had a statistically significant, systematic impact on expected
future exchange rates, where statistical significance is measured at the usual significance levels.
Likewise, while there is some evidence that for the period 1992-96 concerted interventions may have
had a stronger impact on market expectations, econometric results suggest that different intervention
strategies did not seem to have systematically dissimilar effects at the 95% or 90% confidence level.
Hence, the interpretation of the results of this study depends in part on the reader’s views on the two
approaches that are used, as well as the ultimate objectives of intervention in particular
circumstances.

The study starts in Section 2 with an overview, with reference to a floating exchange rate regime, of
how objectives and practices of intervention have adapted to changes in the financial and economic
environment that have taken place since the mid-1980s. The following section then illustrates with
some examples how probability density functions (PDFs) can serve as a tool to analyse the impact of
intervention on market expectations. In order to use the information contained in empirical PDFs to
analyse the effects of intervention, this study proceeds in three steps. In Section 3, it investigates

' The authors would like to thank Marian Micu for excellent research assistance.
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general regularities in the relationship between market expectations and intervention by looking at
daily time series of intervention and of the moments of the risk neutral PDFs over the sample 1985-96
for dollar/mark interventions and from 1991 to 1996 for dollar/yen interventions. Since the objectives of
intervention and the context in which it has been carried out have changed over time, Section 4
analyses how the effect of intervention on market expectations has evolved. The study looks at four
sub-periods: the period of the Plaza Accord (1985); the period around the Louvre Accord (1986-88);
the period 1988-92, during which central banks aimed at moderating excessive fluctuations of the
dollar; and the period of support for the dollar (1992-96).

Section 5 investigates whether the effect of intervention differs according to the strategy followed,
distinguishing between intervention which was carried out unilaterally or in a coordinated fashion,
involved large or small amounts, was officially announced or conducted discreetly, and occurred on
single days or in a repeated fashion. This section focuses on a particular period, August 1992 to
December 1996, during which the objectives of intervention and the context in which intervention took
place were broadly consistent but different intervention strategies were applied at various times.

The Annex contains a review of the literature on the impact of FX intervention. It also provides a
description of the methodology used to estimate probability density functions, the approach followed to
test the impact of intervention on market expectations and details about the empirical results.

2. Evolution of objectives, transmission channels and tactics of FX
intervention

The efforts to stem the decline of the yen in 1998 and the depreciation of the euro in autumn 2000
have again raised the issue of the effects of FX intervention. The context in which intervention is
carried out has changed markedly since the time of the Plaza and Louvre Accords. Most notably,
turnover in foreign exchange markets grew very rapidly in the 1990s and now outweighs by far the
official foreign exchange reserves of central banks. According to the 1998 Central Bank Survey of
Foreign Exchange and Derivatives Market Activity, global foreign exchange markets turnover
increased by 76% between 1992 and 1998, from $820 to $1,500 billion per day (BIS (1999a)). Even
though average daily foreign exchange market turnover fell to $1,210 billion in April 2001, it still
remains very large compared to central banks’ foreign exchange reserves.? At the same time, a trend
towards greater transparency and accountability of central bank actions has taken hold. This may
imply that central banks may in the future come under increased pressure to provide information to
outside bodies about the effectiveness of their intervention strategies. Pressure is also mounting on
the authorities in some countries to release in a timely fashion information about ongoing intervention
as well as more accurate information about overall FX exposures, including off-balance sheet
positions.3 This section describes, with reference to a floating exchange rate regime, how objectives
and practices of intervention have adapted to these changes.4

2.1 Objectives

As emphasised by the Plaza and Louvre Accords, intervention in the 1980s was mainly directed at the
level of the exchange rate. In September 1985, the G5 authorities announced in the Plaza Accord their
goal of achieving “an orderly appreciation of the main non-dollar currencies against the dollar”. In
February 1987, G6 authorities declared in the Louvre Accord their desire to “foster the stability of
exchange rates around current levels”. At the same time, the prevailing official view, documented in

2 See BIS (2002) and Galati (2001).

In 1998, the BIS released a report entitted Enhancing transparency regarding the authorities’ foreign currency liquidity
position, prepared by a working group established by the Committee on the Global Financial System, then called Euro-
currency Standing Committee. The report proposed a template for the disclosure of this position. A very similar template
was prepared by the IMF in the context of the Special Data Dissemination Standard (SDDS), and in early 1999 a template
produced jointly by the CGFS and the IMF was released and became part of the SDDS.

The objective of keeping a currency within an exchange rate arrangement like the ERM is beyond the scope of this study.
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the 1983 Jurgensen Report,5 was that, without any accompanying policy changes, intervention alone
could not have a systematic impact on the level of the exchange rate.

Perhaps reflecting this view, intervention has more recently been aimed at the (current and expected)
variability of the exchange rate. On the one hand, it can be desirable to reduce short-term exchange
rate fluctuations. This view is shared not only among G10 central banks, but also by some central
banks in emerging economies that have recently stated that their primary aim is to curb excessive
exchange rate volatility. On the other hand, central banks may at times prefer an increase in short-
term exchange rate variability if they face a market dominated by an undesired exchange rate trend. In
this case, intervention may act as a tactical “circuit breaker”, by restoring a sense of “two-way risk” in
the market.

2.2 Transmission channels

Traditional economic theory suggests that intervention can affect exchange rates through three
different, but not mutually exclusive, channels - the monetary, the portfolio and the signalling channel.
The monetary channel operates if the central bank decides not to offset completely the effect of
intervention on the level of domestic bank reserves. In this case, intervention will influence the
exchange rate through its effect on short-term interest rates. While standard economics textbooks
discuss the monetary channel in the context of the dichotomy between sterilised and non-sterilised
intervention, in practice the relevant distinction appears to be whether or not intervention is
accompanied by a change in domestic interest rates.’

Intervention can also directly influence the exchange rate through the portfolio channel if investors
consider foreign and domestic assets to be imperfect substitutes. By altering the relative supply of
assets denominated in domestic and foreign currencies, central banks may induce investors to
demand a higher expected return on the asset whose outstanding stock has increased, thereby
leading to a change in the exchange rate. At the same time, for most actively traded floating
currencies, the portfolio channel seems to have become less relevant over recent decades as the
scale of possible intervention has declined relative to the size of rapidly growing foreign exchange
markets. It is sometimes argued that this channel may still be relevant in the context of emerging
markets, since the reserves held by central banks are large relative to the amount of turnover in local
foreign exchange markets (Table 1). The table reports flows in the absence of data on stocks, which
would be more appropriate given that the portfolio channel operates by altering the currency
composition of stocks. A counterargument, however, is that official reserves in these countries may be
small relative to the size of foreign exchange exposures. Sterilised intervention may therefore not be
effective on its own in resisting speculative attacks on such currencies.

Even when intervention is sterilised and foreign and domestic assets are perfect substitutes,
intervention may still have an indirect impact on the exchange rate. Intervention may convey a signal
to market participants about future changes in monetary or exchange rate policy, or that the central
bank views exchange rates to be out of line with economic fundamentals. If monetary authorities are
viewed to be credible, this signal will induce traders to “bet with the central bank”, and hence influence
the exchange rate in the desired direction. A signal may also be used to reduce market expectations of
future short-term volatility. The view that intervention operates mainly through this signalling channel
seems widely shared by central banks and analysts. This said, the high number of “verbal”
interventions in the dollar/mark or dollar/yen market in 1996 and 1997 suggests that policymakers may
at times consider these to be more effective ways of signalling intentions than outright interventions.

Recent work on the microstructure of foreign exchange markets and the role of imperfect information
has highlighted the existence of a fourth channel through which intervention might influence exchange
rates (Peiers (1997); Lyons (2001)). This channel can operate even when intervention is carried out
discreetly and hence does not provide a signal to market participants, or when it is not large enough to
alter the relative supply of assets denominated in domestic and foreign currencies in a significant way.
The idea underlying this channel is that there are two types of foreign exchange traders (Lyons

®  BIS (1983).

® A discussion of liquidity management and interest changes at times of exchange rate pressure can be found in Borio (1997).
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(1997)). Informed or “speculative” traders can distinguish between orders from their customers that
reflect the arrival of private news about fundamentals and orders that are driven by liquidity needs. By
contrast, uninformed or “liquidity” traders are driven by customer needs for financing international
trade and corporate transactions. The interaction of informed and uninformed traders can give rise to
exchange rate dynamics that allow for an influence of official foreign exchange market intervention.
For example, as a result of an official forex market transaction, an informed trader may experience a
change in order flow and bring about a small change in the exchange rate. If other traders interpret
this in turn as the result of a change in market sentiment, it could cause a further exchange rate
change. One consequence will be that intervention will be followed by higher exchange rate volatility.

2.3 Tactics

The changes in the context in which intervention has been conducted since the Plaza and Louvre
Accords, and in particular the rapid growth of foreign exchange markets, have induced central banks
to change their intervention practices in a number of ways. In general, central banks appear to have
intervened less frequently in floating currency markets in the 1990s than in the 1980s.” Press reports
have emphasised that there have been relatively few episodes of intervention in the main currency
markets in the second half of the 1990s. At the same time, the fraction of intervention episodes that
involve large amounts seems to have risen.

There has also been a tendency over the last few years for central banks to increase the frequency of
interventions conducted by leaning with the wind rather than against the wind. A typical example is the
episode of concerted intervention by Japanese, German and US authorities on 15 August 1995, which
has been described as “pushing on an open door”.? On that day, central banks purchased dollars in
thin markets when the US currency was appreciating against the background of heavy Japanese
buying of US bonds and evidence from options markets indicating that dealers were trying to hedge
short dollar positions. The intervention was followed by a further appreciation of the dollar.

In recent years, some central banks have abandoned high-profile intervention in favour of discreet
buying and selling. One way to view this strategy is one of standing ready to intervene without drawing
obvious “lines in the sand” for the market to challenge. Intervention could then have an impact on the
exchange rate through the imperfect information/order flow channel.

In contrast, other central banks have responded by making intervention more visible and transparent,
as, for example, in the case of the Bank of Canada. This reorientation has coincided with the broader
trend towards central banks being more transparent and accountable. Should such trends strengthen,
it would not be implausible that central banks might be asked in the future to provide information to
outside bodies about the effectiveness of their intervention strategies given the potential for large
gains and losses.

One way that intervention can be made more visible is through concerted efforts by a number of
different central banks. To the extent that signalling is the main channel through which intervention
affects exchange rates, a concerted intervention effort may be more effective, as it can convey a
strong signal about central banks’ commitments to subsequent policy changes to affect exchange
rates. However, as the number of participating central banks increases, the signal may become less
credible insofar as economic fundamentals in a wide range of countries may point to different domestic
policy requirements. While intervention in floating currency markets was often concerted among a
number of central banks in the 1980s, intervention in the 1990s was to a large degree unilateral or
concerted among very few central banks.

In response to the recent currency attacks in Asia, there has been significant recourse to intervention
in the forward market. Intervention in the forward market has the advantage that the effect on domestic
liquidity (and therefore the need for sterilisation) is delayed for the period until the maturity of these
operations. Also, before the new template proposed by the IMF and the Committee on the Global
Financial System (CGFS), it was easier to keep this type of operation discreet. Moreover, the
magnitude of the intervention is not immediately constrained by the size of available reserves. The

" See, for example, Board of Governors (1996a,b,c,d, 1997a,b,c,d) and Bonser-Neal and Tanner (1996).

& BIS (1996b, p 101). See also Board of Governors (1995b).
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downside is that central banks may in this case run the risk of becoming highly exposed to possibly
sizeable exchange rate changes.

In recent years, some central banks have contemplated the use of options to intervene in the
exchange market. In August 1996, for example, the Bank of Mexico set up a scheme of auctions in the
options market with the main purpose of acquiring reserves. As with forward rate operations,
interventions in derivatives markets have the advantage that they do not change the volume of
reserves and therefore do not require sterilisation. Moreover, given the counterparties’ continuous
need for hedging, the effect of such operations could last longer than outright purchases or sales.
However, the spot market is still preferred by most central banks because of the high risks associated
with the non-linear payoff of options. In addition, options may be less useful for intervention to the
extent that the market on which they are traded lacks depth. Furthermore, inasmuch as intervention
operates through signalling the central bank’s intentions, transactions involving options may not be
visible enough to have such an impact.9

3. Using information derived from option prices to analyse FX intervention

This section illustrates the method for assessing the relationship between foreign exchange market
intervention and market expectations and presents a first set of results. A humber of studies have
looked at the impact of intervention on exchange rates, focusing on exchange rate levels and the
variance of exchange rate changes. More recently, data on the volatility implied in option prices have
been used to measure the effect of intervention on market uncertainty.lO The method used in this
study broadens the analysis of market expectations by looking for the first time at the entire expected
distribution of future exchange rates. The four moments of this distribution - mean, variance, skewness
and kurtosis - allow a more complete characterisation of the state of market expectations on a
particular day.

We first use some examples to illustrate how PDFs can serve as a tool to analyse the impact of
intervention on market expectations. We then look at averages over episodes and try to uncover some
average tendencies. In this analysis we present graphical evidence on the average behaviour of the
moments of PDFs around intervention episodes over the period 1985 to 1996. In addition, we provide
results of statistical tests that control for the influence of other factors.

3.1 Intervention and PDFs

Figures 1 to 3 illustrate how the moments of an empirical PDF can be used to describe market
expectations. Each figure plots two hypothetical PDFs that have the same mean (the first moment), ie
the same expected spot exchange rate at expiration of the contract, but differ with respect to one of
the moments. As an illustration, we consider the dollar/yen exchange rate.**

The variance of a PDF (the second moment) can be interpreted as providing a measure of how
uncertain the market is on a particular day about the exchange rate that will prevail over the near
future.'® The higher the variance of the PDF, the greater the uncertainty of market participants will be
on that day. The PDFs in Figure 1 have the same mean, but one of the PDFs (case A) has a high
variance while the other (case B) has a low variance. We interpret the figure as indicating that, on a
day on which the PDF looks like A, market participants are more uncertain about future exchange rate
movements than on a day on which the PDF takes the form B.

This was discussed in BIS (1995), also known as the Hannoun Report.

10 A review of the literature on foreign exchange intervention is provided in Appendix 1 of this report.

' The PDFs are expressed in yen per dollar.

2 |n the case of the American options traded on the CME that were used to estimate the PDFs, expectations are formed over

a horizon of up to six months.
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The third moment of a PDF, skewness, can be interpreted as the weight that market participants put
on a higher and a lower yen/dollar exchange rate in the near future with respect to the forward rate.
We define a PDF to be skewed to the left (or negatively skewed) when, compared with the forward
rate, market participants assign more weight to a weaker dollar rather than to a stronger dollar against
the yen. Similarly, we define a PDF as skewed to the right (or positively skewed) when the market
attaches more weight to a stronger dollar than a weaker dollar in the near future.

The PDFs in Figure 2 have the same mean, but one (case A) is skewed to the left while the other
(case B) is skewed to the right. These can be interpreted as two situations where market participants
expect the same exchange rate to hold at the time the option contract expires, but in one of which
(case A) they view a depreciation of the dollar as more likely while in the other (case B) they attach
more weight to an appreciation of the dollar.

Kurtosis, which is the fourth moment of a PDF, measures how “fat” the tails of the PDF are. It can be
interpreted as indicating how likely market participants view very large exchange rate changes (a big
appreciation or depreciation of the dollar with respect to the yen) to be in the near future. The higher
the probability that the market assigns to such large changes (in either direction) on a particular day,
the higher the kurtosis of the PDF on that day. The two PDFs in Figure 3 have the same mean, but
one (case A) has a high kurtosis indicating that market participants attach a high weight to the
probability of a large exchange rate move in the near future, while the other (case B) has a low
kurtosis, suggesting that the market views a big change in the exchange rate as not very likely.

It is important to keep in mind that the interpretation of the estimated PDFs is not as straightforward as
might be hoped, given that the PDFs capture market views as to the likelihood of particular exchange
rate outcomes as well as market preferences towards risk. Unfortunately, in the absence of strong
assumptions, it is impossible to distinguish between the two. A simple example illustrates the problem.
Suppose we observe an increase in the price of fire insurance. This increase might reflect the market
view that fires are now more likely, hence there is a greater need for insurance. Alternatively, the price
increase might reflect a change in market sentiment regarding potential losses (pecuniary or
otherwise) in the event of a fire. The probability of a fire may not have increased; however, the
market's risk preference with respect to a given loss associated with a fire may have increased. Thus,
the observation that the price of insurance has increased does not allow us to determine whether fires
are more likely, whether exposure is perceived as larger, or some combination of both. In the same
way, a change in option prices does not allow us to separate out changes in views on future exchange
rates from changes in potential exposures. Since intervention might induce a shift in traders’ risk
preferences, our results need to be interpreted with caution. However, over a short period, it is
perhaps more likely that market views with regard to future exchange rate outcomes will change rather
than market preferences towards risk, ie the deep parameters of traders’ utility function that enter the
PDF estimation. If this is the case, comparisons of PDFs across time may reveal some information on
movements in market views on likely exchange rate outcomes.

It should be stressed that in our analysis we do not impose a priori restrictions on how traders change
their perception of risk and how these changes are reflected in their positions. For example, suppose
that in a situation in which the dollar is trending down and positions are leveraged, central banks
intervene and their action is followed by a dollar appreciation. In these circumstances, traders may
believe that their original views are still correct, but the intervention could induce them to re-establish a
sense of two-way risk in the market and hence to reduce their positions. Risk management techniques
could in this case play an important role as a transmission mechanism.™ In our analysis, this case
would be captured by the PDFs exhibiting a higher variance and a more neutral skewness. However,
risk preferences - the deep parameters of traders’ utility function that are used in our PDF estimation -
may not be affected in the short run by the intervention.

This study uses settlement futures and option prices from the Chicago Mercantile Exchange to recover
the expected distribution of future exchange rates. The details of the technique that has been followed
and the assumptions on which it is based are described in Appendix 2. We employ exchange-traded
options to recover the PDFs although the volume of exchange-traded FX options is small compared to

¥ The analytical tools used in this study do not allow an identification of the role played by these techniques.
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OoTC options.14 However, exchange-traded options are available over a longer period. In addition, they
offer the advantages of synchronised price quotes across a greater number of strikes. Moreover, as
some market-makers arbitrage between the OTC and exchange markets, they should convey the
same information. We also replicated all the tests for a sub-sample for which OTC option data are
available. We found that exchange-traded and OTC data gave very similar results.

3.2 The effects of intervention: uncovering average tendencies

As a first step in the analysis of the relationship between market expectations and intervention, this
section investigates the existence of general regularities. Daily time series of intervention and of the
moments of the risk neutral PDFs can be used to study this relationship. We first use a graphical tool
and then econometric procedures for this analysis. In this section, we look at data provided for the
period from 1985 to 1996 for dollar/mark interventions and for the period from 1991 to 1996 for
dollar/yen interventions.

Figures 4 to 15 provide some information on the average movements of moments of the risk neutral
dollar/yen PDFs around all days on which central banks intervened in the dollar/mark and dollar/yen
markets from 1985 to 1996 and 1991 to 1996, respectively. For each day up to 10 days before and 10
days after intervention, each figure shows a particular moment of the risk neutral PDF averaged over
all days on which central banks entered the market. The value of the moment is normalised at zero on
the day preceding the intervention. The grey area 5gives an indication of the variability of the changes
in the moment of the PDF across all interventions.*

Figure 4 (Figure 6) shows the mean of the risk neutral PDF, ie the futures rate, averaged over all days
on which central banks purchased dollars against yen (against marks). The value of the mean is
normalised at zero on the day preceding the intervention. Figures 4 and 6 show that, on average
during these sample periods, intervention in support of the dollar occurred when the dollar was
trending downwards. The trend continued in the days following intervention, although at a lower rate.
The dampening effect on the downward trend was more pronounced in the dollar/mark market.

Figure 5 (Figure 7) shows the mean of the risk neutral PDF averaged over all days on which central
banks sold dollars against yen (marks). It shows that, on average, central banks intervened with dollar
sales when the dollar was trending up. This trend moderated in the days following intervention.

It should be noted that Figures 4 to 7 look very similar when the spot rate is used instead of the mean
of the PDF. Also, the amplitude of the grey areas in Figures 4 to 7 suggests that the behaviour of the
mean of the PDFs varied quite substantially across individual episodes.

Figure 8 shows average tendencies for the variance of the PDFs around all days on which central
banks intervened in the dollar/yen market between 1991 and 1996. Figure 9 shows the average
movements of the variance of dollar/mark PDFs around all days of intervention in the dollar/mark
market between 1985 and 1996. Interventions were on average followed by an increase in the
variance of the PDFs, suggesting that uncertainty in the market regarding future exchange rate
movements tended to be higher after interventions. However, this fact is hardly noticeable in Figures 8
and 9, since the behaviour of the variance of the PDFs varied substantially across intervention
episodes, as indicated by the wide shaded areas. This is particularly the case in the dollar/yen market.

Figures 10 and 12 show that, during the above periods, central banks tended to intervene in support of
the dollar when the skewness was slightly decreasing. Intervention was on average followed by a
slight increase in the value of the skewness, particularly in the dollar/mark market. This suggests that
on average option traders’ balance of weights was moving towards a weaker dollar before
interventions but edged towards a stronger in the days following interventions, as desired. Figures 11
and 13 show that on average the skewness in both the dollar/mark and the dollar/yen markets did not
change noticeably around episodes of central bank sales of dollars. As for the first two moments of the
PDFs, the shaded areas indicate that there was a lot of variation across individual interventions.

4 As reported to the BIS for the April 1995 survey, of $44.6 billion daily turnover, $3.9 billion was exchange-traded and

$40.7 billion was traded OTC.

* More specifically, it indicates plus/minus one standard deviation.

BIS Papers No 10 7



Finally, Figures 14 and 15 suggest that the fourth moment of the PDF, kurtosis, tended on average to
increase marginally following days on which central banks intervened.

While these graphs are certainly interesting, one should be careful in using them to draw inferences
about the impact of intervention for two main reasons. First, intervention could be carried out on
several successive days. As a consequence, the average values of the PDF moments on a certain
day could reflect not only the effect of intervention that occurred on that day, but also the effect of
central bank actions carried out on previous days.

Figures 16 to 27 show the average behaviour of the four moments of PDFs around intervention
episodes defined as periods of variable length in which central banks intervened. These graphs are
constructed in such a way that in the 10 days before and 10 days after an intervention episode no
central bank intervened in the market. Figures 16 to 27 confirm the qualitative results of Figures 4 to
15, but once the effect of intervention on successive days is taken into account, the changes of the
moments around intervention episodes appear quantitatively more important.

A second shortcoming of these graphs is that, on the day that central banks intervene, other important
macroeconomic or policy news may arrive that could prompt market participants to react. For example,
the announcement of an unexpectedly low unemployment figure for the United States could induce
traders to revise their expectations of future US interest rates upwards, thereby boosting the dollar.
Intervention could also be carried out on the same day on which a participating central bank changes
its monetary policy rate. The behaviour of the moments of the PDFs would then reflect the effect of
both the arrival of macroeconomic or policy news and central bank intervention. The simple averages
reported in Figures 4 to 27 do not allow disentangling of the influence of these different factors.

In order to assess the effect of intervention and control for these two issues, we therefore used daily
data to carry out econometric analysis. We estimated the effect of intervention controlling for the effect
on exchange rate expectations of releases of important macroeconomic data such as the CPI or the
unemployment rate, and the announcement of changes in monetary policy that may occur on the
same day, as well as the extent to which the values of these announcements came as a surprise to
market participants. We extended on previous studies on intervention by using a more comprehensive
set of news variables that includes variables for the United States, Japan and Germany. We also
controlled for the effect of interventions that are carried out on successive days.

The reason why we included news variables in our regression analysis was that we were trying in an
atheoretic fashion to capture systematic changes in expectations induced by surprises about
macroeconomic or policy developments. For example, the dollar might always strengthen when
employment data in the United States come in above expectations. If market participants’ reaction
depends on psychological factors and varies from data release to data release, the coefficients in our
regressions will be close to zero, and we will have included some unnecessary variables without
affecting the other results. However, if there are systematic patterns in market participants’ reaction to
news, eg unexpectedly high money growth in the United States leads systematically to a dollar
depreciation, we must make sure not to attribute the depreciation to intervention that happened to
come on the same day as the money supply data.

The statistical techniques used in this study are explained in detail in Appendix 3. One complication
that must be taken into account in analysing the effect of intervention on market expectations within
this approach is that both are determined simultaneously. As some of the events described above
illustrate, a positive relationship between intervention and exchange rate volatility can mean that
intervention increased expected volatility or that central banks intervened to dampen a rise in
exchange rate volatility, or both. Appendix 3 presents a simple example that illustrates this issue,
which is known in the literature as simultaneity bias, and shows how it can affect the validity of
standard econometric tests. Having checked that this simultaneity bias is relevant for the data set we
are using, we adopted a strategy that controls for it in the estimation of the effect of intervention on
market expectations.

Tables 2 to 5 present the results from estimating the effect of intervention directed at dollar/mark and
dollar/lyen exchange rates on the mean, the variance and the higher moments of the distribution of
expected exchange rates over the periods from 1 January 1985 to 30 August 1996 and from 1 April
1991 to 30 August 1996 respectively, according to the methodology just outlined. The focus here is on
“active” intervention, ie intervention carried out with the intent to influence the exchange rate, by the
Federal Reserve, the Bank of Japan and the Bundesbank. The results in Table 2 suggest that, on
average during these periods, intervention had a positive impact on the dollar/mark and dollar/yen
forward exchange rates on that day, though the coefficients do not reach conventional standards of
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statistical significance. There is also evidence that on average intervention had a positive but
statistically not significant cumulative effect on the expected future exchange rate.’® These results do
not differ significantly for the individual central banks that intervened (Tables 2b and 2d). We also
found that estimating the effect of intervention on the spot rate gives the same results as for the mean
of the PDFs. These results are in line with the current consensus among central banks that
intervention can on particular occasions have an important influence on exchange rate levels but on its
own does not have a systematic impact.

While this conclusion is consistent with part of the existing literature, this study can provide a richer
description of the effects of intervention. Tests of the average effect of intervention on the skewness of
the PDF show that, on average during the period under review, intervention was followed by a change
in market participants’ balance of weights about the future exchange rate in the desired direction
(Table 4). However, this change was not significant at the 95% or 90% confidence level. This is true
for both the dollar/mark and the dollar/yen markets. Taken together with the results for the mean of the
PDFs, these findings suggest that on average intervention influenced both market expectations about
future exchange rate levels and market participants’ balance of weights between a stronger and a
weaker dollar in the near future in the desired direction. However, this effect was not statistically
significant.

Table 3 shows intervention directed at the dollar/mark market was not followed by any statistically
significant change in the variance of expected future exchange rates. In the dollar/yen market, there is
evidence of a statistically significant cumulative effect on the variance of the expected exchange rate.

Finally, there is also some evidence that intervention directed at the dollar/yen exchange rates on
average had no statistically significant effect on the likelihood that market participants assigned to very
large movements in either direction of the exchange rate in the future, ie the kurtosis of the PDFs.

We found no evidence of a statistically significant, independent impact of intervention conducted in the
dollar/yen market on the moments of the dollar/yen rate. Similarly, intervention in the dollar/yen market
did not change market conditions in the dollar/mark market independently of intervention conducted in
the latter market. Finally, we found some evidence that news about macroeconomic data releases had
some influence on both the level and the variance of expected exchange rates. In particular, a positive
surprise on the US trade balance was found to be followed on average by a rise in the expected
exchange rate of the dollar against the mark and by a lower expected variance of the expected
dollar/yen rate.

3.3 Summary

This section of the study illustrated how data on central bank intervention and on the moments of
expected exchange rate distributions can be used to provide information on the effects of intervention
on market expectations. We showed how the four moments of this distribution - mean, variance,
skewness and kurtosis - allow a more complete characterisation of the state of market expectations on
a particular day. We argued that these moments might serve as new financial indicators, which,
together with a wide range of other sources of information, may help inform the action of policymakers.

In this section we first presented some examples that show how the moments of the risk neutral PDF
can be used to analyse the effect of intervention on market expectations. We then tried to uncover
some broad average tendencies in the relationship between intervention and moments of the PDFs. In
this analysis we tried to control for the influence of factors other than intervention on exchange rate
expectations and for what is known in the literature as simultaneity bias. We presented evidence that,
for all periods, on average intervention influenced the expected future exchange rate in the desired
direction but by itself did not have a statistically significant effect, where statistical significance is
measured at the usual confidence levels. This result is consistent with part of the literature on the
effectiveness of FX intervention. With respect to the existing literature, however, our empirical results
provide a fuller characterisation of this conclusion. They suggest that on average intervention did not
lead to a statistically significant change in expected future exchange rates since it did not cause a

% In the statistical test, the cumulative effect of intervention on the expected future exchange rate is measured by the sum of

coefficients on contemporaneous and five lags of intervention.
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statistically significant shift in market participants’ balance of weights between a stronger and a weaker
exchange rate with respect to the forward rate. We did not detect any statistically significant effect of
intervention in the dollar/mark market on uncertainty, while we found weak evidence that intervention
in the dollar/yen market was followed by higher uncertainty. These results are in contrast to recent
findings of the literature. We argued that this difference is due to the fact that our study uses a more
careful empirical methodology. We found evidence that on average intervention by itself did not have a
significant contemporaneous effect on the expected future exchange rate or traders’ balance of
weights between a stronger and a weaker dollar. We also found no evidence of a statistically
significant cumulative effect of intervention. Consistently with these results, we found no significant
contemporaneous or cumulative influence of intervention on the skewness of the PDFs. Furthermore,
the interventions were not followed on average by any significant increase in uncertainty in the
dollar/mark market regarding future movements in the spot rate, as measured by the variance of the
PDFs. By contrast, they were followed by an increase in uncertainty prevailing in the dollar/yen market
regarding future movements in the spot rate. Our empirical results also suggested that, on average
during the sample periods under investigation, intervention had no statistically significant impact on the
kurtosis.

We caution that, while this analysis can reveal average tendencies, it cannot by its very nature
address the question of the effectiveness of intervention in specific episodes to the extent that the
objectives of intervention and the circumstances in which it was carried out have varied over time. We
address this issue in the next section by looking at periods over which intervention objectives and
circumstances did not change substantially.

4. Intervention and market expectations in different historical contexts

This section carries the analysis further by addressing the issue that the objectives of intervention and
the broad context in which it is undertaken changed over time. In order to measure the effect of
intervention on market expectations, it is useful to identify periods of time over which objectives and
intentions remained roughly constant. We address this issue by analysing the effect of intervention
during four sub-periods: the period of the Plaza Accord (1985); the period around the Louvre Accord
(1986-88); the period 1988-92, during which central banks aimed at moderating excessive fluctuations
of the dollar; and the period of support of the dollar (1992-96). The choice of periods, which is
obviously subjective, is based on an analysis of the official intervention data, as well as on accounts of
intervention in official sources.

To analyse the relationship between the risk neutral PDFs and intervention over different time periods,
we first perform an event analysis and look at changes in the parameters of the PDFs around
particular intervention episodes. We then look at averages over episodes and try to uncover average
tendencies for that period. The idea is not to provide a history of intervention since 1985 but rather to
show how the PDFs can serve as a tool to understand the relationship between intervention and
market expectations.

41 The period around the Plaza Accord (1985)

In the first half of the 1980s, the dollar appreciated significantly against the mark and the yen. In early
1985, current and relative cyclical positions favoured the United States with respect to Japan and
Germany, leading to expectations of a monetary tightening in the United States and stable or easing
monetary policy in Japan and Germany. These factors contributed to a further strengthening of the
dollar against the yen and the mark. The US currency was also supported by expectations of a higher
demand due to a rising US fiscal deficit and booming foreign investment in the United States. While
these fundamental economic factors are consistent with the dollar’s rise, the extent of the rise raised
the question of a dollar bubble.

Following a wave of concerted intervention, the dollar started to decline in March. It stabilised in July,
but, after a brief surge in late August, resumed its decline in mid-September, as US output growth
turned out to be lower than expected. On 22 September 1985, the G5 authorities announced an
agreement (the Plaza Accord) whereby exchange rates should play a role in adjusting imbalances, by
better reflecting economic conditions. They expressed the view that some further orderly appreciation
of the main non-dollar currencies against the dollar was desirable and that they would stand ready to
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cooperate more closely to encourage this. Central banks intervened in the days immediately following
the agreement, selling relatively small amounts of dollars in the dollar/mark market.

Figure 28 plots the empirical PDFs for the dollar/mark exchange rate around the days of the
agreement. The sharp fall in the mean of the PDF (the forward rate) indicates that traders reacted to
the news of the agreement and the concerted intervention by revising their expectations of future
dollar/mark rates downwards. The rise in the variance of the PDF during the same period can be
interpreted as evidence that market uncertainty about future exchange rate movements increased.
While the skewness of the PDF did not change, the kurtosis increased, suggesting that, following the
intervention, market participants attached a higher likelihood to big movements (in either direction) of
the dollar in the near future.

Over the year as a whole, central banks sold dollars on 61 days, in the dollar/mark market. The
interventions were concentrated in the periods January-February and September-October. Figures 29
to 32 report the average movements of the four moments of the PDF around all intervention episodes
in the dollar/mark market in 1985. The graphs for the Plaza period should be interpreted with particular
caution since during this period intervention was carried out mostly in a repeated fashion.

The statistical technique illustrated in the previous section, which takes account of the fact that
intervention may be conducted on successive days, appears therefore to be more useful for
uncovering average tendencies in the co-movement of intervention and market expectations. The
results, which are reported in Table 6, suggest that intervention did not accelerate the declining trend
of the dollar. In line with this finding, intervention turned out on average not to have a statistically
significant positive impact on traders’ balance of weights as measured by the skewness of the PDFs
(Table 8). Moreover, there is evidence that intervention did not lead to an increase in the variance of
exchange rate expectations (Table 7). We find that positive surprises about inflation developments in
the United States tended to be associated with an increase in the variance of the PDF. Finally, the
statistical results suggest that during this period intervention on average tended to reduce the
likelihood that traders assigned to future extreme exchange rate movements in either direction, ie the
kurtosis of the PDFs (Table 9). However, this effect was not statistically significant.

4.2 The period around the Louvre Accord (1986-88)

Following signs of a weakening economy and a growing trade deficit in the United States, the dollar
continued to decline in 1986. By early 1987, it had lost more than 40% of its value against the mark
and the yen from its highs in 1985. In the Louvre Accord announced on 22 February 1987, G6 central
bank governors and finance ministers stated that the current levels of their currencies were broadly
consistent with underlying economic fundamentals and that they agreed to cooperate closely to
maintain stable exchange rates around those levels. Remarks by some officials in Paris also
suggested that an agreement had been reached for coordinated intervention in the foreign exchange
market. The agreement was accompanied by announcements of fiscal initiatives in the United States,
Japan and Germany, and by a monetary policy easing in Japan. As a result, markets were reassured
about the near-term outlook for the dollar. The dollar traded narrowly against the yen after the Louvre
meeting. Figure 33 plots the PDFs for dollar/mark exchange rate changes around the day of the
Louvre Accord. The substantial drop in the variance of the PDF on 24 February provides evidence that
market sentiment became more focused after the announcement of the agreement.

Around mid-March, however, the dollar started to weaken again. The decline of the dollar reflected
and spurred a portfolio shift out of US bonds. The stock market crash in October and the subsequent
easing of US monetary policy contributed to a further depreciation of the US currency. On
22 December, G7 authorities again discussed ways to halt the dollar's decline and in the so-called
“Telephone Accord” reaffirmed the basic objectives and policy directions set forth in the Louvre
Accord. Traders were initially disappointed by the lack of specificity in the authorities’ comments. As a
result, the dollar was subject to strong downward pressure in thin and one-sided holiday markets, in
spite of heavy intervention, which lasted for two full weeks.'” Market participants remained

" Federal Reserve Bank of New York (1988, p 211).
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unconvinced about the official commitment to fostering exchange rate stability until central banks
intervened when trading resumed in US markets on 4 January 1988.

Figure 34 compares the dollar/lyen PDFs for 23 December 1987 and 5 January 1988, showing the
change in market sentiment in the days following the Accord. The higher mean of the PDF on 5
January 1988 indicates that traders increased their expected value of the dollar with respect to the yen
following the Accord. The rightward shift in skewness suggests that, after the Accord took place,
traders assigned more weight to a stronger rather than a weaker dollar with respect to the forward
rate.

In total, central banks intervened on 87 days in the dollar/mark market during the period 1986-88.
Figures 35 and 36 show that, on average during this period central banks intervened by leaning
against the wind: they purchased dollars during times when it was on a declining trend and sold dollars
when it was strengthening. On average, following intervention these trends moderated in the
dollar/mark. Statistical tests suggest that the impact that intervention on its own had on the trend of the
expected future exchange rate was not significant at the 95% or 90% confidence level (Table 10).

Figures 37 and 38 suggest that, around days on which central banks intervened, traders tended to
change their balance of weights between a stronger and a weaker dollar. Consistently with the results
obtained for the expected exchange rate level, however, statistical tests failed to find a significant
impact of intervention on the skewness of the PDF (Table 12).

Figures 39 and 40 show that, on average during this period central banks tended to intervene when
the variance of expected exchange rate movements was rising. Following intervention, this trend
tended to level off. However, statistical tests show that intervention on its own did not make traders
more or less certain about future exchange rate movements (Table 11). Finally, we found no evidence
of a statistically significant impact of intervention on the kurtosis of the PDFs (Table 13).

4.3 Moderating excessive fluctuations of the dollar (1988-92)

Bolstered by signs of sustained growth and a tightening of US monetary policy, the dollar
strengthened against the mark and the yen over most of 1988 and 1989. Central banks reacted to
waves of upward pressure on the US currency by entering the dollar/mark market repeatedly to sell
dollars. The US Treasury took a more active stance on its currency by selling dollars in 1989, as the
strength of the US currency was seen as a threat to the adjustment of external imbalances in the
United States.'®

At a meeting on 23 September 1989, the G7 finance ministers and governors issued a communiqué in
which they stated their view that the rise of the dollar over the preceding months had been inconsistent
with longer-run economic fundamentals. In the communiqué they also agreed to cooperate closely in
foreign exchange markets. Central banks intervened on the following day with the aim of driving down
the value of the dollar. In contrast to earlier occasions, market participants came to believe that the
authorities were committed to their stated exchange rate objectives. Figure 41, which plots the
dollar/mark PDFs around the day of the meeting, presents evidence consistent with this view.
Following the announcement of the agreement, the variance of the PDF actually declined, indicating
that market expectations gained focus. At the same time, the skewness of the PDF shifted to the left,
suggesting that the balance of expectations around the expected future rate shifted towards a weaker
dollar.

The appreciating trend of the dollar subsided in 1990, and the dollar started to fluctuate quite strongly
in both directions. As a result, in 1991 and the first part of 1992 central banks both bought and sold
dollars. The intervention episode on 20 July 1992 is interesting because it shows how intervention had
an impact on the market even though it involved relatively modest amounts. Against the background of
a dollar that was approaching historical lows and an easing of US monetary policy, the G7 summit in
early July 1992 failed to dispel the market view that officials were content with a weakening dollar. The
decision of European monetary authorities to increase short-term interest rates on 16 July contributed
to putting downward pressure on the dollar. Anecdotal evidence suggests that, when central banks

8 See also Pauls (1991, p 907).
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intervened in a coordinated fashion in support of the dollar on 20 July 1992, many speculators were
caught by surprise. They interpreted the intervention as evidence that monetary authorities preferred a
stronger dollar and were committed to cooperating closely in foreign exchange markets. As a result,
the dollar/mark spot rate jumped several pfennigs on that day.

Figure 42 plots the PDF for the dollar/mark exchange rate around the 20 July intervention episode. It
shows how intervention was followed by a jump in the mean (the forward rate), indicating that traders
revised their expectations of future dollar levels sharply upwards. The skewness shifted to the right,
suggesting that, in the view of traders, the balance of risks shifted in the direction of a stronger dollar.
The variance also increased, indicating that traders became less certain of their expectations of future
exchange rate movements.

Central banks intervened on 183 days in the dollar/mark market during the period 1988-92. In about
85% of the cases central banks sold dollars. Figure 43 shows the average changes of the mean of
dollar/mark PDFs around all episodes of dollar purchases during this period. They show that central
banks bought dollars when the dollar was depreciating. Intervention was on average followed by a
reversal of this trend in the dollar/mark. Consistently, intervention tended to be associated with a shift
in traders’ balance of weights towards a stronger dollar vis-a-vis the mark (Figure 46).

On average, central banks sold dollars when the US currency was on an upward trend (Figure 44).
Following intervention, this trend tended to be muted. Figure 47 shows no discernible change in the
skewness of the PDFs around days on which central banks intervened.

The regression analysis for this period suggests that on average intervention did not alter expectations
of future exchange rates in a statistically significant way (Table 14) nor traders’ balance between a
stronger and a weaker dollar with respect to the forward rate (Table 16).

Figure 45 shows that, on average during this period, the variance of expected dollar/mark movements
did not change noticeably following intervention, suggesting that intervention was not associated on
average with an increase in market uncertainty. This result is confirmed by statistical tests presented
in Table 15.

Finally, Figure 48 shows that, during the period 1988-92, intervention tended to be followed by some
decline in the likelihood that market participants assigned to large dollar/mark movements in either
direction (the kurtosis of the PDF). Statistical tests show that, for both exchange rates, intervention did
not have a statistically significant impact on the kurtosis (Table 16).

4.4 The period of dollar support (1992-96)

From August 1992 to April 1995, the dollar followed a depreciating trend against the mark and the yen.
Against the yen, the dollar weakened from about ¥110 in August 1992 to about ¥80 in April 1995.
During the same period, the dollar fell from DM 1.72 to DM 1.36. The dollar depreciated against the
background of economic growth differentials favouring Germany and Japan over the United States.
Portfolio flows, and in particular the scaling-back of foreign assets by Japanese investors, further
added to the dollar’'s weakness.

During this period, central banks repeatedly entered foreign exchange markets in support of the dollar.
On 29 April 1994, for example, the Federal Reserve intervened several times in New York morning
trading to counter increasingly volatile market conditions, purchasing dollars against both the mark and
the yen." Figure 59 plots the empirical PDFs for the dollar/yen exchange rate around that day. It
shows that the variance of the PDF, which had risen over the days preceding the intervention,
declined during the following days. This can be interpreted as a case in which a central bank was
successful in reducing market uncertainty about future exchange rate movements.

The difficulties that central banks encounter when they try to influence the exchange rate in a situation
in which it is sharply declining and markets are very nervous are highlighted in Figure 60, which shows
risk neutral PDFs for the dollar/yen exchange rate around 2 and 3 March 1995. On 2 March 1995, US
monetary authorities intervened together with the Bank of Japan in support of the dollar as it fell
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sharply against both the yen and the mark. On the next day, European central banks joined the
Federal Reserve and the Bank of Japan in a concerted effort to sustain the dollar.”® However, the
efforts failed to stop the downward trend of the dollar.

Figure 60 shows that the variance of the PDFs rose over the following days, while the skewness was
not affected. This suggests that, while market participants were still giving greater weight to a weaker
than to a stronger dollar with respect to the forward rate following the intervention, the central banks’
actions may have introduced a measure of two-way risk in the market by increasing market
uncertainty.

The dollar recovered in the following months, as signs of an economic slowdown emerged in Germany
and Japan and a monetary easing in Germany and Japan brought about favourable movements of
interest rate differentials. In the second half of 1995 and in early 1996, central banks continued to
intervene in support of the dollar but at a much lower frequency than in previous months. The dollar
ended 1996 at a rate of ¥118 and DM 1.55, posting a 23 and 12% gain, respectively.

Events on 7 July 1995 highlight the relationship between intervention and the skewness of the risk
neutral PDF. On that day the Bank of Japan lowered the overnight call money rate to 0.75%. On the
same day, the Federal Reserve and the Bank of Japan intervened in a coordinated fashion to further
bolster the dollar.”* Figure 61 shows that on 7 July 1995 the skewness of the PDFs of the dollar/yen
exchange rate shifted from left to right, as market participants switched to view the dollar as being
more likely to be stronger with respect to the forward rate in the near future. During the following days,
the tilt of market expectations towards a stronger dollar consolidated, as suggested by the increasingly
right skewness of the PDFs. Against this background of favourable expectations, the dollar
strengthened against the yen on 7 July 1995 and over the following days.

Evidence suggests effectiveness of intervention by “pushing on an open door”. On 15 August 1995,
US, Japanese and German authorities intervened in a concerted effort in support of the dollar. The
central banks purchased dollars when the US currency was appreciating against the background of
heavy Japanese buying of US bonds and option dealers’ hedging (BIS (1996b)). Figure 62 shows that
the PDFs around August 1995 exhibit right skewness, indicating that market participants attached
greater weight to a stronger dollar than to a weaker dollar in the near future. The skewness increased
on 15 August, suggesting that the intervention induced market participants to attach a higher
probability to a stronger dollar over the following months. At the same time, the variance of the PDFs
jumped higher on 15 and 16 August 1995 but then declined. This can be interpreted as indicating that
intervention was followed by an increase in market uncertainty for a temporary period only. Moreover,
the kurtosis of the PDFs increased on the day central banks intervened, suggesting that the concerted
effort to boost the already appreciating dollar induced market participants to attach more weight to the
possibility of further very large changes in the dollar/yen exchange rate in the near future.

Overall, between August 1992 and December 1996 central banks intervened on 154 days in support
of the dollar. In all cases intervention occurred in the dollar/yen market. On 11 days central banks also
bought dollars against marks.*

Figure 63 shows the average movements of expected dollar/yen rates implied by option prices around
all 154 dollar purchases against yen between August 1992 and December 1996. It highlights that, on
average, central banks intervened when the expected exchange rate of the dollar was depreciating
substantially. After the intervention, the declining trend of the expected future dollar exchange rate
moderated.

Statistical tests that take account of news about macroeconomic developments that might have arrived
on the same day on which central banks intervened suggest that the average impact of intervention on
the expected future dollar/yen rate was positive, though not significant at the 95% or 90% confidence
level (Table 18). One interpretation of this result is that the change in traders’ expectations varied
considerably across intervention episodes, which makes it difficult to find a statistically significant
impact of intervention. Consistently with these results, the statistical tests also show that intervention

% Board of Governors (1995a).
% Board of Governors (1995b).

2 Given that most episodes of intervention were conducted in the dollar/yen market, this section concentrates on that market.

14 BIS Papers No 10



was followed on average by a positive change in the skewness of the PDFs, ie by traders tending to
put more weight on a stronger rather than a weaker dollar with respect to the forward rate (Table 20).
As with the mean of the PDFs, this effect is not statistically significant. This finding can be interpreted
as suggesting that on average intervention on its own did not bring about a change in the trend of
expected future exchange rates since it did not cause a significant shift in market participants’ balance
of weights between a stronger and a weaker dollar in the near future

Table 19 shows that from 1992 to 1996 intervention tended to be followed by some decrease in the
variance of the PDFs, although this effect is not found to be statistically significant. This result
suggests that, similarly to findings for other periods, intervention on average did not affect market
uncertainty about future exchange rate movements. Finally, during the period 1992 to 1996
intervention appears not to have influenced the likelihood that traders assigned to extreme dollar/yen
movements in either direction (Table 20).

4.5 Summary

This section investigated the effect of intervention on market expectations during periods for which the
objectives and the context of intervention had been roughly constant. We first followed an event study
methodology and presented a number of cases, which suggested that, depending on circumstances,
particular interventions did succeed in influencing market participants’ expectations of future exchange
rates. The analysis also highlighted how the impact of interventions varied considerably across
episodes. In this section we also used econometric techniques to examine average tendencies for
each period and found no evidence that intervention on its own had a statistically significant,
systematic impact on expected future exchange rates. Hence, the interpretation of the results of this
section depends in part on the reader’s views about the informativeness of the two approaches used
to identify the impact of intervention.

The event analysis of the period around the Plaza Accord in September 1985 showed that after a
series of interventions to sell dollars, the mean of the PDFs (the expected level of the dollar in the near
future) fell sharply. This also followed the announcement that some further orderly appreciation of the
main non-dollar currencies against the dollar was desirable and that the G5 authorities would stand
ready to cooperate more closely to encourage this. By contrast, the skewness, ie market participants
balance between a stronger and a weaker dollar with respect to the forward rate, was unaffected by
these official actions. At the same time, the variance of the PDFs, which we interpret as a measure of
market uncertainty, and kurtosis, ie the likelihood traders assigned to large movements of the dollar in
either direction, increased.

The Louvre Accord in February 1987 led to a statement by the G6 central bank governors and finance
ministers that the current levels of their currencies were broadly consistent with underlying economic
fundamentals and that they had agreed to cooperate closely to maintain stable exchange rates around
those levels. The Accord did not seem to affect the mean or the skewness of exchange rate
expectations but it was followed by a substantial drop in the variance. Following an agreement by G7
authorities in December 1987 (the “Telephone Accord”), in which authorities reaffirmed the basic
objectives of the Louvre Accord, the dollar declined markedly in spite of heavy, concerted intervention.
Moreover, PDFs remained skewed to the left, suggesting that traders continued to assign more weight
to a weaker rather than a stronger dollar with respect to the dollar/mark forward rate. In contrast,
heavy intervention in January 1988 affected both traders’ expectations of future exchange rates and
the skewness of these expectations in the desired direction.

The episode in September 1992 highlighted how coordinated intervention in support of the dollar was
successful even though it involved only small amounts. Following the dollar purchases, traders
expected a stronger dollar in the near future and the skewness of expectations moved more in favour
of the dollar. We then presented two cases in which central banks purchased dollars in 1994 and early
1995 to illustrate how intervention had different effects on market uncertainty during this period. The
analysis of the successful concerted intervention in support of the dollar in August 1995 emphasised
how central banks purchased dollars when the skewness was already moving in favour of the dollar.
At the same time, intervention also raised both the variance and the kurtosis of market expectations.

As a complement to the event study approach, we looked at averages over episodes to uncover broad
average tendencies for each sub-period, controlling for the influence of factors other than intervention
and for the simultaneity bias. When we followed this approach, extending on empirical methodologies
commonly followed in the literature, we found no statistically significant contemporaneous or
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cumulative effect of intervention on the expected future exchange rate level (the mean of the PDFs).
The results for the period around the Plaza Accord, for example, suggest that intervention per se did
not determine any statistically significant change in market participants’ expected future dollar/mark
rate. We argued that this these results could be explained by the fact that changes in traders’
expectations varied considerably across intervention episodes, which makes it difficult to find a
statistically significant impact of intervention. This conclusion is in line with a consensus that has
emerged among central banks and part of the literature on the effectiveness of intervention.

However, while all previous studies on intervention focused only on the mean and the variance of
market expectations, this study also investigated the effect of intervention on the higher moments of
expectations and hence provided a fuller characterisation of this conclusion. We found that the
evidence for the skewness was generally consistent with the results for the expected exchange rate
level. This suggests that on average intervention did not produce a significant change in the trend of
the expected future exchange rate since it did not cause a shift in market participants’ balance of
weights between a stronger and a weaker exchange rate with respect to the forward rate.

We also examined the average impact of intervention on the variance of the PDFs during different
periods. Statistical tests that control for the effect of macroeconomic factors show that, on average
during all periods, intervention tended to respond to an increase in market uncertainty but did not lead
to higher market uncertainty. This result is in clear contrast with most of the recent studies of
intervention, which concluded that intervention causes an increase in the variance of expected future
exchange rates. Statistical tests show that the difference in results can be explained by the fact that
we adopted a more accurate empirical methodology to address the simultaneity issue discussed in
Section 3.2. Appendix 3 contains a detailed analysis of this issue, our approach to tackling it and how
it differs from other methods that have been used in the literature.

Finally, we presented evidence that the effect of intervention on market participants’ assessment of the
likelihood of large future exchange rate movements in either direction, ie the kurtosis of the PDFs,
varied over time and across markets. Statistical tests showed that in all the different periods, the
average impact of intervention on the kurtosis was not significant.

It is important to keep in mind that our results need to be interpreted with caution since the estimated
PDFs capture both market views as to the likelihood of particular exchange rate outcomes and market
preferences towards risk. As Section 3.1 has highlighted, in the absence of strong assumptions, it is
impossible to distinguish between the two.

5. Impact of different intervention strategies

Different intervention strategies may affect market expectations in different ways. The impact may
depend on whether intervention is carried out unilaterally or in cooperation with other central banks,
whether it is publicly announced or carried out discreetly, whether it involves small or large amounts,
or whether it is carried out on a single day or repeatedly over successive days.

In this section we investigate whether the effect of intervention differs according to the strategy that is
followed. In order to compare the effect of these different intervention strategies, we focus on a
particular period, August 1992 to December 1996. During this period, the objectives of intervention
and the context in which intervention took place were broadly consistent, but different intervention
strategies were applied at various times. Moreover, since all episodes of intervention involved dollar
purchases in the dollar/yen market, the analysis in this section will concentrate on that market.

Table 34 reports the frequency with which the different intervention strategies were followed in the
dollar/mark and in the dollar/yen market during this period. In 88% of cases, intervention in support of
the dollar was conducted unilaterally by the Bank of Japan. In the other cases, at least one other
central bank entered the market on the same day. Table 33 shows that almost all interventions during
the 1992-96 period were conducted discreetly, while intervention was officially announced only about
5% of the cases.
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The definition of an intervention as “heavy” or “light” is necessarily arbitrary and obviously depends on
the time period that is considered. For the purpose of this analysis we define an intervention as
“heavy” (“light”) when it involves at least (less than) $1 billion. About 20% of the interventions that were
carried out during the period from August 1992 to December 1996 were heavy (Table 34).%

Finally, we distinguish intervention that occurs only on a single day from intervention that is carried out
repeatedly. In this study we define an intervention as “single-day” when central banks abstained from
entering the markets during the five preceding and the five following business days. We classify an
intervention as “repeated” if central banks entered the markets at least twice within a period of
10 days. Between 1992 and 1996 intervention was carried out mostly in a repeated fashion. In only
about 6% of all cases did central banks intervene no more than once within a time span of
10 business days. In all other cases intervention was conducted at least twice within that span. There
are altogether 15 “clusters” of intervention, ie episodes during which central banks intervened more
than once within 10 days.

Figures 67 to 70 show that on average the change in the mean of the PDFs around episodes of
intervention is only slightly dissimilar for different intervention strategies. Concerted and officially
announced interventions in support of the dollar appear to have a marginally bigger impact on
expected future dollar/yen rates. Consistently with this result, Figures 75 to 78 show that the average
change in the skewness of the PDF appeared to be somewhat more sizeable for concerted and
officially announced interventions. While these results appear to provide some support for the
signalling channel, in line with the general consensus in the literature on the effectiveness of
intervention, statistical tests that control for policy changes and surprises about macroeconomic news
indicate that this difference is not statistically significant (Tables 22 and 24). Based on these tests we
conclude that, for the period 1992-96, the existence of a signalling channel is not evident in the data
for the dollar/yen market. One interpretation of this result is that, although only a small fraction of
interventions conducted between 1992 and 1996 were officially announced, in all cases traders
noticed when central banks entered the dollar/yen market.*

Figures 71 to 74 indicate that, during the period 1992-96, following intervention the variance of the
PDFs tended to increase when the intervention was concerted, officially announced and large.
However, as in the case of the mean of the PDF, statistical tests suggest that these differences are not
statistically significant (Table 23). Finally, Figures 79 to 82 reveal that on average different intervention
strategies had a very similar impact on the likelihood assigned by market participants to extreme
changes in the dollar/yen rate in the near future, ie the kurtosis of the PDFs. The only exception
appears to be intervention that is officially announced, which seemed to be followed by a somewhat
more pronounced rise in the kurtosis. However, statistical tests indicate that this difference is not
statistically significant (Table 25).

In conclusion, while there is some evidence that for the period 1992-96 concerted interventions may
have had a stronger impact on market expectations, econometric results suggest that different
intervention strategies did not seem to have systematically dissimilar effects at the 95% or 90%
confidence level. This result casts doubts on the importance of the signalling channel, which predicts
that intervention has a more pronounced effect when it is conducted in a more visible way.

However, we caution the reader that the power of the statistical tests that we used is weakened
because the sample period is quite short and hence there are not many observations on the different
intervention strategies. Extending the sample period could circumvent this problem but would violate
the assumption of constant context of intervention. A solution to this problem would require a rigorous
approach to modelling separately the decision to intervene and choice of a particular strategy given
the decision to intervene. This appears to be an interesting area for future research.

2 A threshold of $5 billion for large interventions would appear more appropriate if this analysis were carried out for the last

two to three years. During this period, the size of interventions in the major foreign exchange markets increased markedly.

2 During this period, traders actually tended to overestimate the number of interventions in the dollar/yen market. On about

40 days market participants thought that central banks had entered the market even though this was actually not the case.
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