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Foreign Exchange Market Intervention Exchange Rate and Monetary Policy

—— On the Effectiveness of Sterilized Intervention
LIU Lin

Dept. of Finance Xiamen University Xiamen 361005 China

Abstract This paper analyzes the dynamic mutual relations among China’s foreign exchange market intervention RMB
exchange rate and monetary policy as well as the effectiveness of sterilization via the VAR model Granger causality test
accumulated impulse response and the non-linear regression methods. The empirical results suggest that: the central bank tries to
stabilize the exchange rate by the foreign exchange market intervention. To a certain extent foreign exchange intervention will
increase the domestic money supply and the increased money supply will lead to the appreciation response of exchange-rate. The
central bank does not take into account the possible impact of imbalances in the domestic money market while the central bank’s
foreign exchange intervention should not be able to effectively influence the exchange rate. In order to ease inflationary pressures the
central bank would recover part of money supply by raising interest rates. In addition during the three stages of the empirical study
the effectiveness of the central bank’s sterilization policy was different.
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