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Abstract 

This paper examines the case for using two instruments—the policy interest rate and 
sterilized foreign exchange market intervention—in emerging market countries seeking to 
stabilize inflation and output while attenuating disequilibrium currency movements. We 
estimate policy reaction functions for central banks, documenting that indeed both 
instruments tend to be deployed. We show that whether discretionary monetary policy or 
inflation targeting is preferable depends on the volatility of shocks relative to the central 
bank’s time inconsistency problem. The use of FX intervention as a second instrument 
improves welfare under both regimes, but more so under inflation targeting. Overall, a 
regime of (two-way) sterilized intervention-cum-inflation targeting can result in better 
outcomes in the presence of imperfect capital mobility/asset substitutability—yielding 
similar gains to a discretionary policy but without jeopardizing the inflation target.   
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