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Abstract

This paper studies the possibility of options as an instrument for central bank to intervene foreign
exchange market. As opposed to spot transaction or forward transaction, which impacts spot
exchange rate only once, currency options can continuously resist a directional speculative pressure
on spot market due to the dynamic delta hedging of OTC currency options market maker. This
research also analyzes whether and how central banks can use currency options to lower exchange
rate volatility and maintain (implicit) target zones in foreign exchange markets. It argues that short
position rather than long position in options will result in market makers dynamically hedging their
long option exposure in a stabilizing manner, consistent with the first objective. Selling a “Strangle"
allows a central bank to increase the credibility of its commitment to a target zone, and could have
a lower expected cost than spot market interventions. However, this strategy also exposes the central
bank to an unlimited loss potential. Therefore these kinds of intervention strategies must be used in
the short run and temporarily.
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