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If economic growth prospects and interest rate comparisons
are the invisible hand of the foreign exchange market. central
banks have become its heavy hand.

Central bank exchange rate management has played a crucial
role in stifling dollar declines in recent years, mainly against
Asian and emerging market currencies. But adding to that role
more recently has been the murky issue of diversification -
whether central bank reserve managers should switch assets away
from the dollar.

Unlike intervention in currency markets. where the timing
and forcefulness of central bank activity can be very predictable.
diversification has become a cloudy region for market partici-
pants, who often have little idea of central banks” goals or timing.

In theory. the heavy hands of central banks. particularly in
Asia. should have lightened afier China’s long-awaited yuan
revaluation on July 21. A strengthening yuan reduces the incen-
tive for other Asian central banks to sell their own currency in
financial markets to keep their exports competitive.

In fact. it seems that both intervention by governments to
weaken their own currencies against the dollar and diversifica-
tion out of the dollar are continuing in the post-revaluation era.
according to currency market participants. In a market already
searching for direction. this has made it even harder for
investors to judge the dollar’s next step.

“The increases we're seeing in things like Korea’s reserves
and in (Federal Reserve) custody holdings (for foreign central
banks) would indicate that there is and will continue to be
intervention and reserve accumulation and diversification.™
said Marc Chandler. president of New York-based consultants
Terra K. Partners. Chandler noted that since July 14. a week
before China’s revaluation. custody holdings at the Fed were
up about $20 billion.

On Wednesday. the Bank of Korea provided some evidence
of just how engaged central banks remain after China’s move.
The bank said its reserves lified $2.6 billion in the first two
weeks of August to $208.32 billion. the fourth largest stock in
the world. The two-week increase was far above the average
monthly accumulation of around $950 million the bank added
in the first seven months of the year.





