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a b s t r a c t
Monetary authorities in the G3 economies have shifted in recent
years towards communication as their primary policy tool to inﬂuence exchange rates. The paper assesses the effectiveness of communication, or oral interventions, by the G3 monetary authorities.
It provides two key ﬁndings. First, G3 communication policies have
constituted an effective policy tool in inﬂuencing exchange rates in
the desired direction. And second, communication has been effective independently from the stance and direction of monetary policy
and the occurrence of actual interventions. By contrast, the effectiveness of communication is strongly related to the degree of
uncertainty and the positioning of participants in FX markets. Taken
together, the results provide support for micro-based approaches to
exchange rate modeling and are consistent with the argument that
interventions affect exchange rates primarily through a coordination channel rather than a signaling channel.
Ó 2008 Elsevier Inc. All rights reserved.

1. Introduction
Exchange rate policies in many economies have undergone a fundamental regime change since the
mid-1990s. Monetary authorities in the United States and the euro area have basically abandoned
actual interventions in 1995 and have shifted towards the use of communication, or oral interventions,
to convey their stance on exchange rates to the markets. Only Japan had continued actual interventions
in the early 2000s, but also has not done so since March 2004. Given this policy shift, it is striking
that much of the literature on exchange rate policies has continued to focus on the role of actual interventions.1 Communication policy has been acknowledged to play a seminal role in improving the
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Sarno and Taylor (2001), Edison (1993) and Neely (2005) provide comprehensive surveys and assessments of the literature on
actual interventions.
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effectiveness of monetary policy and the economy’s overall performance. While there have been attempts
in the literature to analyze the importance of communication for monetary policy, there has been, however, no systematic attempt so far to assess the role of communication policies for exchange rates.
How does communication work, and through what channels may it inﬂuence ﬁnancial markets?
Empirical work emphasizes that actual interventions, i.e., purchases or sales of currencies in FX markets, by G7 monetary authorities in the 1970s and 1980s may have inﬂuenced exchange rates through
a signaling channel, i.e., by indicating future monetary policy or future actual FX interventions (Mussa,
1981; Kaminsky and Lewis, 1996; Fatum and Hutchison, 1999; Vitale, 2003). Similarly, communication may also move exchange rates due to its potential signaling about future monetary policy decisions or actual interventions. However, in the ﬁeld of monetary policy, Blinder (1998) and Bernanke
(2004) have argued that the role of communication goes beyond merely helping markets anticipate
future policy decisions, and that communication is a powerful tool for monetary authorities to inﬂuence ﬁnancial markets by providing them with relevant private information. Therefore, as an alternative channel, communication may affect asset prices, including exchange rates, via a coordination
channel.2 This channel implies that public statements by monetary authorities function as a co-ordination device that induces market views to converge and move in a particular direction (Sarno and Taylor,
2001). The functioning of this channel for exchange rates closely relates to the rapidly emerging literature on new micro or microstructure exchange rate models – based on the seminal work by Evans and
Lyons (2002) and Peiers (1997) – which stresses the important role of information heterogeneity among
different types of market participants and how information are incorporated into asset prices.
Whether or not communication is an effective policy tool, and through what channels it functions,
is ultimately an empirical question. While there is broad agreement that actual FX purchases or sales
may affect exchange rates under certain conditions (e.g. Beine et al., 2002, 2003; Dominguez, 2003;
Fatum and Hutchison, 2003; Galati and Melick, 2002; Ito, 2003; Taylor, 2004), hardly any work has
been done on the issue of whether oral interventions may be effective, apart from Jansen and de Haan
(2005, 2007) and Fratzscher (2005, 2006, 2008). The objective and intended contribution of the paper
is to systematically assess the effectiveness of G3 communication policies for exchange rates. The paper addresses two central questions: ﬁrst, has communication by G3 monetary authorities been an
effective policy tool in moving exchange rates in the desired way? And second, what are the channels
through which communication affects foreign exchange markets? The paper develops a novel dataset,
based on wire service releases, to measure and classify daily communications by policy-makers in the
United States, the euro area and Japan over the period 1990–2003. Concerning the ﬁrst of the questions, the results show that oral interventions by all three monetary authorities have indeed exerted
a signiﬁcant effect on daily exchange rates. A statement by relevant G3 policy-makers has moved exchange rates, on average, by 0.15–0.20% in the desired direction. Moreover, statements exert a substantially larger effect if they deviate from the prevalent policy mantra.
This ﬁrst result is an important one because it suggests that communication may indeed constitute
an effective policy tool for monetary authorities with regard to exchange rates. However, it raises the
question of why and through which channels communication inﬂuences exchange rates. The empirical
ﬁndings of the paper show that oral interventions have a signiﬁcant effect on exchange rates independent of whether they are supported by future (or past) monetary policy decisions and independent of
the direction of monetary policy. Similarly, the paper ﬁnds that communication inﬂuences exchange
rates mostly independent of whether or not it is supported by actual FX interventions. This therefore
suggests that the mechanism through which communication policies by G3 authorities have affected
exchange rates may not be attributable to the signaling channel. The result is also supported by the
literature on monetary policy reaction functions that stresses that G3 monetary authorities tended
to give little if any weight to exchange rates in their conduct of monetary policy (e.g. Clarida et al.,
1998), and the fact that at least the United States and the euro area have basically abandoned actual
FX interventions a decade ago.
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A third channel, but one through which only actual interventions may function, is the portfolio balance channel, where actual
interventions alter the relative supply of domestic and foreign ﬁnancial assets. In their seminal work, Dominguez and Frankel
(1993a,b) present evidence for some effectiveness of actual interventions through this channel for the 1980s, though it may have
become less potent over time due to rapid ﬁnancial integration and the increase in FX market volumes (Sarno and Taylor, 2001).

