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The e�ets of a greater entral bank redibility oninterest rates mean and volatility response to news inthe U.K.Sukriye Tuysuz∗AbstratThis paper investigates the impat of British maroeonomi and monetarynews on English interest rates level and volatility. These news orrespond toBank of England (BoE) target variables news and to unexpeted monetary pol-iy rate hanges. It analyzes whether the market rate response to these newshas hanged sine the Bank of England (BoE) was granted operational inde-pendene in May 1997. It also heks if this redibility measure has inreasedthe preditability of BoE deisions by the market. The results reveal that afterMay 1997, �nanial markets appears better able to antiipe BoE poliy dei-sions than before May 1997. However, Bank of England target variable newsannounements and poliy rate hanges di�usion in�uene more English inter-est rate volatility after May 1997. This results suggests that the redibilityand/or transpareny of BoE might have dereased after 1997. However, theloser evolution of the realized in�ation around the target �xed by the BoE andthe evolution of the transpareny and redibility index suggest that the BoEtranspareny and redibility degree inrease sine 1997 ompare to the periodprior to 1997. One possible explanation of this last results rests on unertaintyreated by the several �nanial rises (the Asian risis (July 1997), the Russianrisis (August 1998), the bursting of the tehnology and internet bubble in 2002in USA).JEL Classi�ation: E4; G1keywords: Monetary poliy, announements, news, redibility, transpareny,term struture of interest rates, GARCH,
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1 IntrodutionAside from its negative e�et on the ondution of monetary poliy by the en-tral bank1, high interest rate volatility blurs the prevision of the monetary poliystane by �nanial market partiipants. In order to provide a stable environment for�nanial market whih failitates to reah its target, entral banks seek to redue in-terest rates variability (Goodfriend, 1990; Froyen and Waud, 1995; Goodhard, 1996;Woodford, 1999)2 ,3. Indeed, it is easier for poliy makers to redue unertaintythat they reate themselves rather than unertainty due to other fators. To re-due �nanial instability and variabilities of their variables objetives, entral banksstarted to ommuniate more information about the ondut of their poliy and toenfore their redibility (Faust and Svensson,2001; Dodge, 2002; Longworth, 2002).Greater redibility of entral bank helps to redue �nanial speulation and reduethe heterogeneity of market operators expetations about future monetary authori-ties deisions and future evolution of the objetive variables. These onsequenes of agreater redibility should enhane the preditability of the entral bank rate hanges.In addition, a greater redibility should redue the unertainty related to monetarypoliy and then redue the e�ets of news related to monetary poliy on �nanialmarket volatility.Several authors argue that �nanial market volatility re�ets unertainty aboutmonetary poliy stane. Most of these researhers have foused on the role of maroe-onomi news announements, related to monetary poliy, as a soure of �nanialmarket volatility and partiularly interest rates market (Fleming and Remolona,1997; Jones et al.,1998; Lee, 2002). A large part of these authors suppose onstant�nanial market response to news. However, market interest rate reation to thesenews strongly depends on entral bank transpareny and redibility degrees (Hal-dane and Read, 1999, 2000; Ellingsen and Söderström, 2001; Gravelle and Moessner,1Interest rates instability in�uenes the eonomi situation and the entral bank target variablesand then importunes the monetary poliy ondut.2The job of entral bankers is to ondut monetary poliy in order to promote prie stability,sustainable growth, and a stable �nanial system.3There have been a number of papers doumenting and analysing so-alled "interest rate smooth-ing" (Goodhart, 1996 and Woodford, 1999). See Sak and Wieland (2000) for a literature reviews.Although the primary fous of that literature is the observed tendeny for the smoothing of poliyrates, part of the motivation for suh behavior has been to provide a stable environment for �nanialmarkets. 2



2001; Parent, 2003; Connoly and Kohler, 2004; Tuysuz, 2006, 2007). Thus, a greatertranspareny or redibility should a�et interest rate reation.An inreasing number of aademi papers analyze the e�ets of a greater trans-pareny or redibility on �nanial market. Most of these papers have foused onthe theoretial and empirial aspets of monetary poliy transpareny. These studiesmainly onsider the e�ets of a greater transpareny on the reation of interest ratelevels to maroeonomi and monetary news related to the monetary poliy and onthe preditability of entral bank deisions (Haldane and Read, 2000; Kuttner, 2001;Poole et al., 2002; Lange et al., 2003; Poole and Rashe, 2003; Parent, 2003; Swans-son, 2004). Conerning the e�ets on the volatility, only Nolan and Chadha (2001),Clare and Courtenay (2001a,b) and Tuysuz (2007) examine the e�ets of a greatertranspareny on the impat of these news on �nanial market volatility.In ontrast with the previous studies, the number of aademi papers on thee�ets of a greater redibility is more less than this on the e�et of a greater trans-pareny. Several authors analyze the e�ets of redibility on the overall output.There is general agreement that independent, transparent, aountable, and redibleentral banks are able to deliver better overall poliy outomes (Alesina, 1988; Grilli,Masiandaro, and Tabellini, 1991; Cukierman, 1992; Cukierman, Webb, and Neyapti,1992; Alesina and Summers, 1993; Jonsson, 1995; Loungani and Sheets, 1997; Ei-j�nger et al., 1998). As for the e�ets on �nanial market, authors as Alesina andSummers (1993) show that higher entral bank independene may be assoiated withlower interest rate variability, suggesting that more redible regimes enjoy less vari-able interest rates. And onerning the e�ets of a greater redibility on �nanialmarket reation to news, it was analyse only by Chadha and Nolan (2001) and Clareand Courtenay (2001a,b). However, Clare and Courtenay onsider the exhange rateand the futures ontrats. And Chadha and Nolan (2001) do not take the mainmaroeonomi news related to Bank of England.While �nanial market volatility re�ets unertainty about monetary poliy stane(Jones et al., 1998; Lee, 2002)), the objetive of this paper is to explore the e�et ofa greater entral bank redibility on interest rate level and volatility response to itsfundamental related to the monetary poliy. More preisely, this paper investigateswhether the British interest rates level and volatility response to English maroeo-nomi and monetary news has hanged sine the Bank of England (BoE) was grantedoperational independene in May 1997. In addition, it also analyses the impat of3



the adoption of instrument independene by the BoE on the ability of �nanial mar-kets predition about this Bank deisions. For the present analysis, two kinds ofdaily interest rate series (3, 6 and 12 months rates and 3, 5, 7 and 10 years rate)and several maroeonomi news related to BoE target variables were used. Maroe-onomi news inlude BoE target variables and the o�ial interest rate deisionsabout English monetary poliy. All these data over the period ranging from the�rst of January 1994 to 28 February 2003. Interest rate dynamis are evaluated witha GARCH (1,1) approah, proposed by Bollerslev (1986). To take into aount theimpat of the new redibility measure, interest rates dynamis are evaluated for thesub-periods preeding and following May 1997. Suh an approah per sub-periodswas used by the majority of the authors analyzing the impat of monetary poliyrate hanges on rates dynamis by taking into aount new measurements of trans-pareny and/or redibility (see for example Urih and Wahtel, 2001; Chadha andNolan, 2001; Clare and Courtenay, 2001; Lee, 2002; Parent, 2003).The paper proeeds as follows. Setion 2 presents how a new redibility measurein�uenes the response of the interest rate level and volatility to entral bank targetvariables news and to monetary poliy deisions. It also put in evidene that a greaterredibility improve the ability of �nanial markets to antiipate entral bank deision.Setion 3 presents the data used for the analysis. In setion 4, the examination ofthe data suggests that the ability of �nanial markets to antiipate Bank of Englanddeisions hanges improved after 1997. Setion 5 presents the model used to evaluatethe response of interest rate level and volatility to maroeonomi and monetary news(model GARCH). Setion 6 analyzes the results, and �nally, setion 7 onludes.2 How a greater redibility an a�et interest rate re-sponse to news?Market operators reation to entral bank target variables news depends mainly onhow this agents understand the e�etive ondut of the monetary poliy and howthey aknowledge the apaity of the entral bank (Haldane and Read, 1999, 2000;Ellingsen and Söderström, 2001; Gravelle and Moessner, 2001; Parent, 2003; Connolyand Kohler, 2004). In another way, market interest rate level and volatility responseto entral bank target variables news and to monetary poliy rate hanges depends4



strongly on the entral bank transpareny and redibility. Consequently, a greaterredibility should a�et the interest rates level and volatility response to maroeo-nomi news announements and to the unexpeted part of the monetary poliy ratehanges. In addition, this measure should also a�et the market preditability of theentral bank monetary poliy deisions. These e�ets of a new redibility measureare presented in what follows.2.1 Impats on interest rates response to entral bank target vari-ables newsAording to Geraats (2000, 2002), Jensen (2001) and Clare and Courtenay (2001a,b), a new redibility measure should improve the entral bank transpareny degree4.More preisely, Jensen shows theoretially that a entral bank whih manages tomaintain the in�ation rate lose to its target an be optimally transparent. In an-other way, Jensen �nd that fully redible entral bank is also optimally transparent.As for Geraats, she argues that a greater redibility improves entral bank politialtranspareny5 and then the general transpareny. Indeed, politial transpareny isenhaned by institutional arrangements, like entral bank independene and entralbank ontrats; beause they ensure that there is no undue in�uene or politial pres-sure to deviate from stated objetives. In another world, entral bank independeneand entral bank ontrats inrease market operators aknowledge the apaity of4Many theoretial and empirial works show that monetary poliy transpareny has the potentialto enhane the redibility, reputation and �exibility of entral banks (Saxton, 1997; Geraats, 2000;Faust and Svensson, 2001; Cukierman, 2001; Geraats et al., 2006). However, the in�uene of theredibility on the transpareny was onsidered only by authors, as Geraats (2000, 2002), Jensen(2001) and Clare and Courtenay (2001a, b).5Geraats distinguish �ve aspets of transpareny : politial, eonomi, proedural, poliy and op-erational transpareny. Politial transpareny refers to openness about poliy objetives. Eonomitranspareny fouses on the eonomi information that is used for monetary poliy. This inludesthe eonomi data the entral bank uses, the poliy models it employs to onstrut eonomi fore-asts or evaluate the impat of its deisions, and the internal foreasts the entral bank relies on.Proedural transpareny is about the way monetary poliy deisions are taken. Poliy transparenymeans a prompt announement of poliy deisions. In addition, it inludes an explanation of the de-ision and a poliy inlination or indiation of likely future poliy ations. Operational transparenyonerns the implementation of the entral bank's poliy ations. In the same way that Geraats,another authors as Gerbash and Hahn (2000) and Faust and Svensson (2000) de�ne di�erent typesof transpareny. 5



entral bank to ful�ll its objetives, thus to maintain the in�ation rate lose to itstarget. Consequently, market operators expetation about future in�ation will beless heterogeneous and loser to the level �xed by the entral bank. Thus, entralbank independene or entral bank ontrats should imply a redution of unertaintyrelated to the monetary poliy and a derease the heterogeneity of the investors' ex-petations about the future orientation of the monetary poliy and about the futureevolution of the target variables. These e�ets expressed itself by a smaller inter-est rates volatility reation to entral bank target variables news and by a greaterresponse of these rates level to these news.Empirially, several authors, as Alesina (1988), Grilli, Masiandaro, and Tabellini(1991), Cukierman (1992), Cukierman, Webb, and Neyapti (1992), and Alesina andSummers (1993), Jonsson (1995), Loungani and Sheets (1997) and Eij�nger et al.(1998), among other, �nd evidene of a negative orrelation of entral bank inde-pendene with lower and more stable in�ation. Conerning the e�ets on �nanialmarkets, Alesina and Summers (1993), using ross setion evidene, show that inter-est rate variability is dereasing with higher entral bank independene, suggestingthat more redible entral banks bene�t from less variable interest rates. As for therelation between the redibility and the response of �nanial markets to news, it wastaken into aount only by Clare and Courtenay (2001a, 2001b) and Chadha andNolan (2001). Clare and Courtenay investigate whether the reation of British fu-tures ontrats and exhanges rates to English maroeonomi news announementshas hanged sine the Bank of England was granted operational independene in May1997. Their results indiate that there may well have been hanges in the way that�nanial markets inorporate key eonomi data into seurities pries. In partiular,they doument an inrease in the speed of the reation to interest rate announe-ments. As for Chadha and Nolan (2001), they analyse the impats of numeroushange in English monetary poliy ondut, and partiularly the independene of theBank of England, on short-term interest rate volatility reation to announement ofthe Bank of England interest rate deisions, of publiations of the minutes of theMonetary Poliy Committee (MPC) meetings and of the publiations of the quar-terly In�ation Report. However, Clare and Courtenay analyze only the dynamisof the future ontrats and the exhange rate, and Chadha and Nolan onsider fewexplanatory variables. 6



2.2 Impats on the interest rates response to entral bank deisionsA greater redibility and then a better market understanding of monetary poliyshould improve the auray of market foreasts of entral bank poliy deisions.A number of researhers have foused on the role of a new transpareny measureon the ability of �nanial markets to predit monetary poliy deisions (Tabellini,1987; Dotsey, 1987; Rudin, 1988; Blinder, 1998; Kuttner, 2001; Haldane and Read,2000; Poole et al., 2002; Lange et al., 2003; Poole and Rashe, 2003; Swansson, 2004;Tuysuz, 2006, 2007). For the United States, Poole and Rashe (2003), Urih andWahtel (2001), Lange et al. (2003), Swansson (2004) and Tuysuz (2007) demon-strated that preditability of the Fed's ations inreased after the 1994 deision toannoune hanges in Fed poliy rates immediately after Federal Open Market Com-mittee (FOMC) meetings. However, the impat of a new redibility on the degree offoresees ability was not retained in the empirial studies.The less unertain and the better preditability of entral bank deisions shouldredue interest rates response to monetary poliy deisions. Aording to Kuttner(2001), only the unexpeted part of the entral bank deisions provide news infor-mations about monetary poliy to markets operators' and then in�uene interestrates dynami. In addition, a greater redibility should redue investors' expeta-tions about in�ation and thereby derease also interest rates response to monetarypoliy deisions. Indeed aording to Fisher (1930) hypothesis nominal interest rateis expressed as the sum of expeted onstant real interest rates plus expeted rateof in�ation. On the other hand, in situation of fully redibility, the derease of thepoliy rate, for example, will not generate a rise of interest rates. The inrease inthe degree of redibility thus redues the impat of monetary poliy rate hangeson interest rates level. Empirially, several authors analyse the impat of a greatertranspareny on �nanial markets reation to monetary poliy ations (Urih andWahtel, 2001; Kuttner, 2001; Coppel and Connolly, 2003)6. However, the impatof a greater redibility on the �nanial market reation to entral bank ations wasretained only by Chadha and Nolan (2001) and Clare and Courtenay (2001).On the volatility level, a new redibility measure in�uenes interest rates volatility6For example, Haldane and Read (2001) found that the introdution of in�ation targeting inthe United Kingdom appears to have oinided with a marked dampening in yield urve responses,suggesting greater transpareny and preditability as the Bank of England monetary frameworkhanged. 7



response to entral bank deisions di�usion (Chadha and Nolan, 2001; Clare andCourtenay, 2001a,b; Lee, 2002). Indeed, unertainty related to monetary poliy andheterogeneity of investors antiipations depend negatively on entral bank redibilitydegree.3 Data Desription and Preliminary TestsThis setion presents the dataset and its statistial properties. The empirial partuses data series on interest rates, maroeonomi announements and unexpetedvariations of key interest rates.3.1 Interest rates seriesTwo kinds of daily interest rate series are onsidered: a short term rate (LondonInterbank O�ered Rates; LIBOR) and a Government bond rate orresponding tomaturities of respetively 3, 6 and 12 months and 3, 5, 7 and 10 years. These seriesover the period ranging from the �rst of January 1994 to February, 28th, 2003. Thisdata orresponds to the quotes at loal time market losure: 17:30 AM GMT.In order to determine the order of integration of these series we arry out aseries of unit-root tests. Three di�erent kinds of unit-root tests are performed: thestandard ADF test, the Zivot and Andrews (1992) test and �nally the Seo (1999)test. Aording to the results of the ADF test, displayed in table 6, we annot rejetthe null hypothesis of unit root for any of the four series. These results are on�rmedfor the Zivot and Andrews test as well as the Seo test. The Seo statisti allows totake into aount for strutural hanges in the series while the former aounts for thepresene of onditional heteroskedastiity. Indeed, using Box-Piere, Ljung-Box andLM statistis (see table 7), the null hypothesis of homoskedastiity is rejeted at the
5% level for all assets onsidered in our study. Thus, all interest rate series present aunit root and interest rates di�erentials will be used in the empirial analysis. Theseinterest rate series are also onditionally heterosedasti.3.2 Announements and surprisesAording to Balduzzi et al. (1997), it is not the announement per se that is im-portant, but rather the information it onveys to market partiipants. Indeed, if8



announements only omfort agents in their expetations they will not indue anybehavioral hanges. Sine the aim of this paper is to study the e�et of announe-ments on the dynamis of interest rates, series that re�et unantiipated variationsfor the relevant series are needed. These "surprises" are de�ned as the di�erenebetween the observed values for the variables and the values that were antiipated.As antiipations annot be observed diretly some approximation are needed. Thesurveys published by Reuters for UK maroeonomi announements are used in thispaper. This organization ollets every Friday foreasts from a panel of market par-tiipants for the following week announements. Median values for eah variable wereomputed. Those values were retained as proxies of market partiipant expetations.In more detail, these variables orrespond to possible targets for entral banks.That is, primarily, news onerning the in�ation rate and the global health of theeonomies onsidered. The onsidered announements onern unemployment (UE),Consumer Prie Index (CPI), Prodution Prie Index (PPI), Prodution index (PROD),retail sales (RET) and the aggregate M4 (M4). All these maroeonomi and mone-tary news are announed around 9:30 a.m..Conerning the unexpeted part of monetary poliy deisions, two methods havebeen used in the literature for their omputation. The �rst method uses surveysas previously disussed for maroeonomi announements. The alternative is toapproximate entral banks deisions through some arefully hosen assets quotations.This solution was preferred to the use of surveys sine, as pointed by Ehrmann andFratzher (2003), (2005), the weekly frequeny of those surveys prevent from takinginto aount the most reent expetations. On the other side, the assets pries usedare those from the day preeding entral bankers deisions. The �nanial assetsallowing this deomposition must show some harateristis (Brooke et al., 2000),namely (i) its maturity is lose to that of the key interest rate, (ii) it is a liquid assetand (iii) its maturity is shorter that the time interval between two monetary poliymeetings. In the ase of United Kingdom, assets that an be used to extrat theunexpeted part of English monetary authorities deisions orrespond to the shortterm forward rates dedued from the two alternative forward urves estimate by theBoE7 (Ross, 2002). However, the both short term forward rates are available only7BoE estimates two alternative forward urves from two alternatives sets of instruments. Oneurve is �tted using mostly GC repos and gilt yields (known generially as the VRP urve), while9



Table 1: Perentage of expeted and unexpeted BoE' rate hangesJanuary 1994 - May 1997 May 1997 - February 2003Atual Change- Expeted No Change 77.78% 44.00%- Expeted Change 22.22% 56.00%Atual No Change- Expeted Change 3.03% 1.89%- Expeted No Change 96.97% 98.11%Total- Inorret expetation 19.05% 15.38%- Corret expetation 80.95% 84.62%
from 1997. Our period of study starts in January 1994. We thus relied on the Reuterspoll for this ountry, although this means that the agents expetations are only knownon a weekly frequeny. As shown in, e.g., Gravelle and Moessner (2001) or Ehrmannand Fratzher (2005), survey expetations prove to be unbiased and e�ient.The expeted and unexpeted part of the poliy monetary rate an serve to assessand disuss the preditability of BoE deisions.4 E�ets of a greater redibility on the preditability ofthe Bank of England poliy deisionsIn order to hek if the Bank of England independene improves the preditabilityof its deisions, the perentages of the expeted and unexpeted part of the BoEpoliy deisions for the sub-periods preeding and following May 1997 are determined.Aording to the table 1, after the adoption of instrument independene of the BoEin 1997, the �nanial markets appear better able to antiipe BoE poliy deisionsthan before may 1997. Indeed, only 80.95% monetary poliy deisions were antiipedbefore mai 1997 and 84.62% of deisions are antiiped after this date. These resultsreveal that market operators better understand the e�etive ondut of the monetarypoliy and/or they aknowledge the apaity of the entral bank after may 1997 thanthe seond (known as the bank liability urve) is �tted using syntheti bond pries from interbanko�er rates, short-sterling futures, FRAs, and swaps. After adjusting for biases, these urves an beseen as the best measure of the market's expetation of two-week forward rates.10



before this date.In addition, the adoption of instrument independene of the Bank of England inMay 1997 should a�et interest rates mean and volatility response to eonomi andmonetary news. This impat is analyse in the following setions.5 Empirial modelGiving the unit-root test in Setion 2, interest rates �rst-di�erened response tomaroeonomi and poliy news has been modelised as follows:
∆Rt = a + b∆Rt−1 + c∆r∗τ +

K∑

k=1

dkD
a
k,t +

3∑

j=1

ejJSt + ǫt, (1)where Rt denotes interest rates di�erentials in period t. ∆r∗τ and Da
k,t, k = 1, . . . ,Korrespond respetively to the unexpeted part of the monetary poliy rate hangesand a set of British maroeonomi news. c and dk measure these news e�etson interest rate level. The index τ is used for the maroeonomis announementsvariables instead of t. Depending on the variable, τ will be equal to t or t − 1. Allmaroeonomi and monetary variables retained in this paper are announed around9:30 a.m. (loal time) and BoE deisions are di�used around 12:00 a.m. Thus,Government bond rates in period t respond to maroeonomi news and monetarypoliy deisions announed the same day (period t). In the same way, LIBOR's ratesin the period t reat to maroeonomi news announed the same day. In ontrast,monetary poliy deisions di�used in period t − 1 a�et short term rate in period t.In addition to maroeonomi and poliy news, three days of the week are take intoaount; namely Monday (Mo), Wednesday (We) and Friday (Fr).The term ǫt orresponds to the innovation series. Several authors estimate equa-tion (1) supposing that the innovations are a Gaussian white noise (Balduzzi et al.,1999; Bernhardsen, 2000; Ellingsen and Söderström, 2001; Favero, 2001; Kearney,2001; Caporale and Williams, 2002; Parent, 2003). In the same line, equation (1)was estimated, �rst by supposing that the innovations are a Gaussian white noiseand Engle Arh LM statistis was then applied to hek whether the innovations ǫtare onditionally homosedasti. Table 8, in the Appendix, enables to rejet the nullhypothesis and then aept the hypothesis that the interest rates volatility is on-ditionally heterosedasti. Sine Bollerslev proposed the GARCH models in 1986,11



numerous authors used suh model to take into aount the persistene in ondi-tional varianes of �nanial market. As these authors, we also apply the GARCHapproah of Bollerslev to estimate the onditional varianes of the interest rates. Thismodel an be expressed as:
ht = w + αε2

t−1 + βht−1 + γDumr∗τ
+

K∑

k=1

θkDuma
k,t +

3∑

j=1

λjJSt. (2)As in the mean equation (Eq. 1), the in�uene of maroeonomi and poliy vari-ables are taking into aount. Contrary to the mean equation, dummies instead ofatual news in order to avoid multiollinearity with the onditional mean regressorsare used. More preisely, Dumr∗τ
is equal to 1 during entral bank deisions an-nounement days. In the same way, eah dummy variable Duma

k,t, for k = 1, ...,K,is equal to 1 during the announement days of the variable k.6 Empirial resultsIn order to take into aount the impat of the adoption of instrument independeneof the BoE, interest rates dynamis have been estimated as desribed by equations(1) and (2) for the sub-periods preeding and following May 19978. The results arepresented and disussed in what follows.6.1 Interest rate reation to maroeonomi and monetary newsOver the period former to the BoE independene, interest rates level reat parti-ularly to the unemployment, produer prie index and retail sales news (see Table1). On the seond sub-period, it is interesting to note that unemployment and pro-duer prie index news have lost all the impat they had before 1997. During thisperiod, market interest rates reat mainly to prodution and retail sales news. Un-employment news in�uene negatively interest rates dynami whereas retail sales and8Suh an approah per under-period was used by the majority of the authors analyzing theimpat of the monetary poliy rate hanges on the dynamis of interest rates by taking aount ofnew measurements of transpareny and/or redibility of the entral bank (Urih and Wahtel, 2001;Lee, 2002; Tuysuz, 2007). It was also used by Parent (2003), who studies the impat of the shoksof the variables relating to the Canadian monetary poliy on the level of the rates of the market.12



produer prie index have positive impat on interest rates level. The sign of theseimpats is in aordane with theoretial expetanies. For instane, the negative ef-fet of unemployment news an be explained if market operators trust the monetarypoliies about their apaity to ontrol in�ationary shoks. In other words, they haveenough on�dene in entral bank to ahieve its employment target by reduing in-terest rates without imperiling their in�ation objetive. As for produer prie index,it an serve as a proxy for the in�ation level. Thus, a positive surprise orrespondsto an underestimation of the in�ation level and market investors will revise theirexpetations about BoE monetary poliy rate. Lastly, the retail sales an be usedas a omponent of the eonomi ativity. Most theories predit that an unexpetedinreases in real ativity and in�ation should inrease bond rates (Hess,2001; An-dersen, Bollerslev, Diebold and Vega, 2004). More preisely, if inreasing eonomiativity is oupled with inreasing investments, and thus with a higher demand forapital, interest rates should rise given a �nite elastiity of apital supply. Informa-tion about higher eonomi ativity might also alter agents' expetations of futurein�ation rates, sine in�ation ould be spurred by an overheating eonomy. Thus, anunexpeted inrease in retail sales then in real ativity ould drive interest rates upthrough higher real rates and/or higher in�ation expetations.As for the BoE poliy rate, in eah sub-period the unexpeted part of monetarypoliy deisions in�uene positively interest rates and the amplitude of this e�etis dereasing with maturity (see Table 2) (c). This positive e�et has already beenshows by empirial studies suh as Cook and Hahn (1989), Kuttner (2001), Kim andSheen (2000) or Lee (2002). This observation supports the expetations theory ofthe term struture9. In addition, table 2 point out an important inrease in interestrate reation to unexpeted poliy deisions after 1997. Indeed, the unexpeted poliydeisions in�uene only the 3-years and 5-years interest rates before 1997. In ontrast,after 1997, short term and medium term interest rates reat to poliy deisions. Inaddition, the overall size of interest rate response to unexpeted hanges in the BoErate tends to inrease after 1997. To illustrate this e�et, the 12-month interest ratereation to unexpeted poliy deisions was 0.084 before 1997 whereas this reationinreases down to 0.4478 after 1997.9The expetations theory says that a long term interest rate should be equal to the average ofthe short term interest rates over the same period of time plus a term premium; thus, an inreasein the �rst ouple of short rate should drive up the long rate in a lesser extent.13



It appears that agents are more sensitive to eonomi growth and unemploymenthoks during the both sub-periods. During the �rst sub-period, there was greaterunertainty onerning unemployment and eonomi growth than there was aboutin�ation. The period prior to 1997 was marked by a relatively low English in�ationrate (see �g. 1 in appendix). This rate osillated around 2%. Contrary, the un-employment rate was important (see �g. 2 in appendix). During this period, theBoE inreased more their main interest rate that dereased them. These deisions ofthe British monetary authorities allowed to maintain the in�ation rate lose to hertarget but they a�eted negatively the eonomi growth and unemployment. Theseobservations an explain the greater unertainty onerning the unemployment andthe eonomi situation prior to 1997. After 1997, market operator's sensitivity to un-employment disappeared. During this seond period, these agents seemed to be moresensitive to eonomi growth hoks. As for the �rst sub-period, our results an beexplained by the greater unertainty onerning the eonomi growth than there wasabout unemployment rate and in�ation rate. These both rates were relatively lowafter 1997. However, this period was marked by an important derease and inreaseof the gross domesti produt rate (see Fig. 3 in appendix). These observationsan explain the sensitivity of �nanial agents to eonomi growth hoks during theseond period.Finally, the last observation onerns the dynami of interest rate volatility. Table5 shows that Wald test enables to rejet the null hypothesis of integrated GARCHmodel (IGARCH). However, the sum of the GARCH oe�ients (α+β) is quite high.In another world, the importane of the sum of the GARCH oe�ients suggestsquite important autoorrelated interest rate volatility. However, this event ould notbe explained by unertainty related to the BoE monetary poliy. Indeed, duringthe both sub-periods, maroeonomi and monetary variables announements do nothave important impat on interest rates volatility. These results are in aordanewith results obtained by Jones et al. (1998). These authors �nd that the impatof maroeonomi announements on interest rate volatility does not persist at all,onsistent with the immediate inorporation of information's into pries. Aordingto these authors, maroeonomi announement days do not explain Governmentbond rate persistene.
14



6.2 Transpareny and redibility of the Bank of England - disus-sionThe result that the e�ets of maroeonomi news announements on interest ratevolatility inrease in the seond sub-period suggests that BoE redibility and/ortranspareny derease sine May 1997. The greater impat of BoE deisions an-nounements on market rate level and volatility after 1997 suggests also the dereaseof BoE redibility and/or transpareny degree. Indeed, aording to setion 2, inthe period following the implementation of a new redibility measure, interest ratevolatility should be less in�uened by the announements on maroeonomi andmonetary variables (Chadha and Nolan, 2001; Clare and Courtenay, 2001a,b; Tuy-suz, 2007). Similarly, a greater redibility should imply a derease of interest ratelevel reation to unexpeted monetary poliy rate hanges.A smaller redibility means that BoE does not manage to respet in�ation sta-bility around its target. However, British in�ation rate evolution after May 1997,represented in �gure 1 in the appendix, does not emphasize any in�ationary ten-deny during the seond sub-period. This observation suggests, then, that whih anall into question the BoE redibility. In addition, using Cukierman and Meltzer(1986)10 ,11 methodology, we onstrut BoE redibility degree from 1994 to 2003. Ta-ble 2 shows that BoE redibility degree inrease over time. These both observationssuggest that the BoE redibility degree has not derease sine 1997.Table 2: BoE redibility and transpareny degree evolution (1994-2003)1994 1995 1996 1997 1998 1999 2000 2001 2002 2003Credibilitydegree1 0,99 1 1 1 1 1 1 1 1Transparenydegree 0,73 0,80 0,80 0,80 0,80 0,80The index of redibility (resp. transpareny) takes a value between 0 and 1.The index of redibility (transpareny) takes a value of 1 if entral bank is fully redible (transparent).The index of redibility (transpareny) takes a value of 0 if entral bank is not redible (transparent).10In the literature, the most frequently used methodology to onstrut redibility index is themethodology proposed by Cukierman and Meltzer (1986) (Faust and Svensson, 1998; Huthisonand Walsh, 1998; Cehetti and Krause, 2002).11Cukierman and Meltzer (1986) methodology is presented in appendix.15



The stronger e�ets of maroeonomi and monetary news announement dayson the interest rates volatility ould also be explained by a derease of the BoEtranspareny degree. However, after May 1997, Bank of English is amongst the mosttransparent entral bank (Chadha and Nolan, 2001; Clare and Courtenay, 2001;Diner and Eihengreen, 2007). Indeed, sine 1997 the �nal objetive of monetarypoliy has been made expliit and passed to an independent entral bank, the dateof the Monetary Poliy Committee meetings are known around a year in advane,the deision of the BoE is announed at a set time, often with an explanation forthe deision, minutes detailing voting patterns are published and regular quarterlyforeasts of the intermediate variable under a variety of assumptions are published.In partiular, it makes known the voting reord of the nine members of the MonetaryPoliy Committee (MPC), along with a detailed summary/ommentary of the MPC'sdeliberations. In addition, aording to Diner and Eihengreen (2007)12, the Bankof England transpareny degree was about 73% in 1998 and 88% between 1999 and2005 (table 2). In sum, these both observations suggest that the greater e�ets ofmaroeonomi and monetary news on market volatility annot be explained by thedegree of transpareny.In aordane with Chadha and Nolan (2001)13 observations, the arguments pre-sented in the both previous paragraph suggest that the stronger e�ets of Britishmaroeonomi and monetary news announements on interest rates volatility ouldnot be explained neither by a derease of BoE redibility nor by a derease of BoEtranspareny. A possible explanation of the ampli�ation of the poliy deision im-12Several authors onstrut entral bank transpareny index (Fry et al., 2000; Mahadeva andSterne, 2000; Bini-Smaghi and Gros, 2001; Siklos, 2002; De Haan, Amtembrink and Waller (2004),Eij�nger and Geraats, 2006; Diner and Eihengreen, 2007). Among these authors, Diner andEihengreen onstrut a transpareny index for a large number of ountry (124) and for a longperiod (from 1998 to 2005). For this reason, we use their transpareny index.13Chadha and Nolan (2001) �nd that the British market interest rate volatility higher after May1997. These authors argue that the highest level of interest rate volatility has been assoiatedwith the period of in�ation targeting following the adoption of entral bank independene (May1997). These authors examine whether this volatility is attributed to the information �ows relatedto British monetary poliy. Their results suggests that information �ows in the form of minutes ofpoliy meetings, published in�ation foreasts and announements of the Bank of England interestrates deisions, show little sign of a�eting, jointly or individually, the volatility of short-termnominal interest rates. Chadha and Nolan argue that the higher interest rate volatility ould notbe explained by the derease of BoE redibility. 16



pat on interest rates volatility rests on unertainty related to eonomi and �nan-ial situation (Banerjee, 1992; Bikhandani et al., 1992; MQueen and Roley, 1993;Fleming and Remolona, 1997; Veronesi, 1999). Aording to these authors, themain maroeonomi and monetary news an strongly in�uene market operatorsbehaviour not only during of monetary poliy unertainty but also during eonomior/and �nanial instability. Thus, without questioning the redibility and trans-pareny of the BoE, various �nanial rises ourring after 199714 and the eonomisituation may have reated unertainty on �nanial market whih explains the greaterimpat of the BoE's deisions on interest rates volatility. Speially, by a�eting neg-atively the English eonomy and of other industrialized ountries (Lahrèhe-Révil,2002; Heitz et al., 2004) the Asian risis and the Russian risis reated unertainty.The unertainty related to the �nanial situation results from the di�erent �nanialrisis and more partiularly the Russian risis and the bursting of the tehnologyand internet bubble in 2002 in USA. These both rises had a generalized e�et on aworld. In sum, unertainty about the British eonomi ativity ombined with �nan-ial unertainty ould explain the greater e�et of news on interest rate volatility.7 ConlusionThis paper investigates the impat of the Bank of England independene on �nanialmarket reation to news related to the monetary poliy. Spei�ally, it analyzes thee�ets of this new redibility measure on the reation of British Treasury rate andGovernment bond rate level and volatility to news related to the Bank of Englandpoliy. These news orrespond to the BoE target variables news and to unexpetedpart of the poliy rate hanges. It also analyzes how a greater redibility in�uenesthe preditability of the BoE rate hanges. The results obtained suggest that sineMay 1997, period where the BoE was granted operational independene, market par-tiipants have been able to antiipate better the deisions of the British monetaryauthorities. Contrary to the theoretial waiting of a greater redibility e�ets, ourresults show that the e�ets of the announements of the BoE target variables newsand poliy rate deisions di�usion on interest rate volatility inrease after 1997. Apriori, these results an suggest a derease of the BoE transpareny and/or redibil-14For example the Asian risis (July 1997), the Russian risis (August 1998), the Brazilian risis(January 1999) and the Argentina risis (November 2001).17



ity degree after 1997. However, the loser evolution of the realized in�ation aroundthe target �xed by the BoE and the evolution of the transpareny and redibilityindex suggest that the BoE transpareny and redibility degree inrease sine 1997ompare to the period prior to 1997. Giving these observations and the results ob-tained by Banerjee (1992), Bikhandani et al. (1992), MQueen and Roley (1993),Fleming and Remolona (1997) and Veronesi (1999), the greater impat of maroeo-nomi and monetary news announements on interest rates volatility an be explainby the unertainty related to the �nanial risis (the Asian risis (July 1997), theRussian risis (August 1998) and the bursting of the tehnology and internet bub-ble in 2002 in USA). In sum, the e�et of the maroeonomi and monetary news onmarket volatility depends on monetary poliy unertainty as well as eonomi and/or�nanial unertainty.
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Table 3: Estimation results (interest rate mean)94-97 97-033-month 6-month 12-month 3-year 5-year 7-year 10-year 3-month 6-month 12-month 3-year 5-year 7-year 10-yeara -0.0043∗ -0.0014 0.0027 -0.0037 -0.0024 -0.0054∗ 0.0008 -0.003∗∗ -0.0042 0.0004 0.0005 0.0013 0.0014 0.0011
(−2.07) (−1.35) (1.41) (−1.27) (−0.82) (−2.00) (0.23) (−1.88) (−1.48) (0.25) (0.28) (0.67) (0.71) (0.55)b -0.0613 -0.0226 0.0578 0.1075∗ 0.0627∗∗ 0.0330 -0.0123 -0.1570∗ -0.0033 0.1039∗ 0.0905∗ 0.0561∗ 0.0369 0.0238
(−0.91) (−0.45) (1.10) (3.04) (1.86) (1.02) (−0.31) (−3.62) (−0.05) (3.73) (3.25) (2.17) (1.47) (0.97)

c 0.0918 0.1462 0.0842 0.2060∗ 0.1240∗ 0.0451 -0.0186 0.5319∗ 0.4942∗ 0.4478∗ 0.2125∗ 0.1042 0.0298 -0.0336
(0.73) (1.33) (0.68) (2.50) (2.07) (0.81) (−0.29) (7.65) (6.22) (8.72) (2.66) (1.48) (0.43) (−0.50)

dcho 0.0000∗ 0.0000∗ 0.0000∗ 0.0000∗ 0.0000∗ 0.0000∗ 0.0000∗ 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
(−2.93) (−3.70) (−3.19) (−3.14) (−2.91) (−2.70) (−2.54) (1.59) (1.34) (0.78) (0.61) (0.09) (0.01) (0.12)

dipc -0.0192 0.076∗∗ -0.0116 0.118∗∗ 0.0229 0.0262 0.0997∗ 0.0313∗ 0.0713∗ 0.0907∗ 0.0875 0.0612 0.0506 0.0291
(−0.44) (1.78) (−0.52) (1.86) (0.53) (0.75) (2.22) (2.00) (3.50) (8.81) (1.38) (1.11) (1.01) (0.73)

dppii 0.0016 0.0042 0.0142 0.0276∗ 0.0308∗ 0.0250∗ 0.0229∗ 0.0009 -0.0004 0.007∗∗ 0.0051 0.0055 0.0050 0.0020
(0.19) (0.61) (0.84) (2.93) (3.68) (2.97) (2.29) (0.27) (−0.07) (1.89) (0.76) (0.83) (0.77) (0.30)

dppio 0.0151 0.0736∗ 0.0395 0.0153 -0.0065 0.0008 0.0097 -0.0090 -0.032∗∗ -0.0097 -0.0048 -0.0007 -0.0005 -0.0079
(0.48) (3.47) (1.07) (0.41) (−0.18) (0.02) (0.26) (−0.32) (−1.96) (−0.81) (−0.20) (−0.03) (−0.03) (−0.47)

dvd 0.0190∗ 0.0218∗ 0.0354∗ 0.0629∗ 0.0488∗ 0.0313∗∗ 0.0226 0.0139∗ 0.0131 0.0286∗ 0.0250∗ 0.014∗∗ 0.0095 0.0036
(2.25) (2.10) (2.11) (3.80) (2.97) (1.80) (1.02) (2.25) (1.07) (4.11) (3.01) (1.69) (1.13) (0.39)

dprod 0.0008 0.0146 0.0131 0.023∗∗ 0.0125 0.0037 0.0061 0.0032 0.016∗∗ 0.0180∗ 0.0262∗ 0.0238∗ 0.0220∗ 0.0187∗

(0.22) (1.13) (0.56) (1.67) (0.91) (0.28) (0.33) (1.44) (1.74) (2.26) (3.60) (3.71) (3.41) (2.94)

dm0 0.0039 0.0061 -0.0044 0.0083 0.0178 0.0307∗ 0.037∗∗ 0.0124∗ 0.0053 -0.0062 -0.0171∗ -0.016∗∗ -0.0104 -0.0078
(0.71) (1.53) (−0.61) (0.54) (1.28) (2.16) (1.70) (4.13) (0.37) (−0.78) (−2.23) (−1.88) (−1.08) (−0.78)

dm4 0.0276∗ 0.0221∗ 0.022∗∗ 0.0244 0.0240 0.0114 0.0088 -0.0050 -0.0297∗ -0.0009 0.012∗∗ 0.0098 0.0065 0.0050
(2.39) (2.31) (1.95) (1.61) (1.51) (0.83) (0.45) (−0.57) (−2.83) (−0.08) (1.84) (1.08) (0.81) (0.72)

emon 0.0086∗ 0.0075∗ 0.0011 0.0104∗ 0.0078 0.0118∗ 0.0032 0.0004 0.006∗∗ -0.0023 -0.0028 -0.0042 -0.0044 -0.0037
(2.25) (2.26) (0.36) (1.97) (1.50) (2.28) (0.51) (0.32) (1.65) (−1.19) (−0.94) (−1.39) (−1.48) (−1.21)

ewen 0.006∗∗ -0.0018 -0.0062 -0.0011 -0.0054 -0.0004 -0.0022 0.0013 -0.0001 -0.0018 -0.0041 -0.005∗∗ -0.006∗∗ -0.0050
(1.99) (−0.56) (−1.59) (−0.18) (−0.93) (−0.07) (−0.33) (0.49) (−0.04) (−0.72) (−1.20) (−1.68) (−1.87) (−1.49)

efri 0.0028 0.005∗∗ -0.0060 0.0078 0.0045 0.0056 0.0044 -0.0008 0.0044 -0.0053 -0.006∗∗ -0.0077∗ -0.0077∗ -0.007∗∗

(1.04) (1.71) (−1.42) (1.37) (0.76) (0.94) (0.65) (−0.37) (1.00) (−1.38) (−1.88) (−2.22) (−2.15) (−1.85)Notes: The values in (.) are the t-statistis proposed by Bollerslev and Wooldridge (1992)?.* and ** indiate that the orresponding oe�ient is statistially signi�ant at the 5% and 10 % level, respetively.
∆Rt = a + b∆Rt−1 + c∆r∗

t +
∑K

k=1 dkDa
k,t +

∑3
j=1 ejJSt + ǫtUE: unemployment; CPI: onsumer prie index; PPI: produer prie index, PROD: prodution index; RET: retail sales; M4: aggregate M4
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Table 4: Estimation results (interest rate volatility)94-97 97-033-month 6-month 12-month 3-year 5-year 7-year 10-year 3-month 6-month 12-month 3-year 5-year 7-year 10-yearw 0.0010∗ 0.0000 0.0004∗ 0.0003 0.0001 0.0001 0.0044∗ 0.0012∗ 0.0032∗ 0.0003∗ 0.0006∗ 0.0006∗ 0.0007∗ 0.0007∗

(5.09) (0.60) (2.56) (0.68) (0.37) (−0.25) (5.42) (11.58) (13.88) (25.25) (2.76) (3.37) (3.96) (3.44)

α 0.2053∗ 0.3588∗ 0.2079∗ 0.0506∗ 0.0440∗ 0.0393∗ 0.1467∗ 0.1485∗ 0.3420∗ 0.0719∗ 0.0492∗ 0.0291∗ 0.0301∗ 0.0305∗

(2.19) (2.84) (3.23) (3.43) (2.99) (3.42) (3.06) (3.49) (10.51) (9.49) (3.22) (3.05) (3.48) (3.21)

β 0.5667∗ 0.5388∗ 0.6464∗ 0.9313∗ 0.9440∗ 0.9512∗ 0.5929∗ 0.5941∗ 0.5581∗ 0.6436∗ 0.8906∗ 0.9494∗ 0.9446∗ 0.9372∗

(4.81) (6.25) (10.07) (40.04) (46.73) (57.56) (4.91) (8.09) (48.47) (23.70) (26.56) (63.39) (73.62) (69.57)

γ 0.0011 0.0040 0.00256 0.0012 0.0018∗ 0.0017∗ 0.00010 0.0001 0.0136∗ 0.0033∗ 0.0009∗ 0.0008∗ 0.0007∗ 0.0007∗

(0.29) (0.67) (0.36) (1.19) (2.11) (1.97) (0.04) (0.12) (9.57) (4.21) (2.10) (2.21) (2.01) (1.94)

θcho -0.001∗∗ -0.0005 0.00030 0.0001 0.0001 -0.0004 -0.0020 0.0000 0.0002∗∗ 0.0008∗ -0.001∗ -0.0003 -0.0002 -0.0004
(−1.73) (−1.41) (0.60) (0.16) (0.08) (−0.68) (−1.42) (−0.03) (1.72) (3.75) (−1.74) (−0.72) (−0.66) (−1.01)

θipc 0.0001 0.0006 -0.0010∗ -0.0001 -0.0012∗ -0.001 ∗∗ -0.0015 -0.0014∗ -0.0016∗ 0.0006∗ 0.0009∗ 0.0003 0.0001 0.0001
(0.27) (1.16) (−2.61) (−0.25) (−2.27) (−1.80) (−1.36) (−4.39) (−7.26) (4.86) (2.51) (0.73) (0.42) (0.38)

θppii 0.0004 -0.0076∗ 0.0002 -0.0022 -0.0002 0.0000 -0.0013 0.0000 0.0001 0.0026 0.0009 0.0007 0.001∗∗ 0.0009∗

(0.19) (−4.55) (0.12) (−1.62) (−0.27) (0.00) (−0.55) (0.00) (0.01) (0.77) (0.99) (1.26) (1.95) (2.35)

θppio 0.0007 0.0074∗ 0.002551 0.0017 0.0002 0.0002 -0.0013 0.0000 -0.0012 -0.0029 -0.0010 -0.0007 -0.0010∗ -0.0010∗

(0.59) (4.00) (1.46) (1.37) (0.35) (0.29) (−0.57) (0.00) (−0.08) (−0.87) (−1.03) (−1.18) (−2.04) (−2.41)

θvd 0.0000 -0.0001 0.0011 -0.0019∗ -0.0010 -0.0009 -0.0020∗ -0.0014∗ -0.0002∗∗ -0.0001 -0.0009∗ -0.0003 -0.0003 -0.0002
(0.08) (−0.45) (1.58) (−2.47) (−1.43) (−1.36) (−2.38) (−8.14) (−1.68) (−0.77) (−2.34) (−1.10) (−1.01) (−0.71)

θprod -0.0005∗ 0.0005 0.001 -0.0012∗∗ -0.0015∗ -0.0016∗ -0.0021∗ -0.0001 0.0005 0.0010∗ -0.0008∗ -0.0003 -0.0002 -0.0003
(−6.49) (0.93) (1.40) (−1.95) (−2.28) (−3.13) (−2.29) (−0.42) (1.63) (6.27) (−2.02) (−1.29) (−0.97) (−1.23)

θm0 -0.0011∗ -0.0002 0.0012∗ -0.0003 -0.001∗∗ -0.001∗∗ -0.0048∗ -0.0014∗ -0.0010∗ 0.0003∗ 0.0006 -0.0002 -0.0003 -0.0003
(−6.80) (−0.74) (2.13) (−0.39) (−1.65) (−1.71) (−5.93) (−7.10) (−8.88) (4.29) (0.74) (−0.56) (−0.89) (−0.67)

λlu 0.0001 0.0005 -0.0011∗ 0.0000 -0.001∗∗ -0.001∗∗ -0.0026∗ -0.0009 -0.0029∗ -0.0015∗ -0.0009∗ -0.0013∗ -0.0016∗ -0.0016∗

(0.40) (1.03) (−3.76) (−0.07) (−1.73) (−1.69) (−2.68) (−1.07) (−9.83) (−17.28) (−2.20) (−3.48) (−4.18) (−3.99)

λme -0.0010∗ 0.0011∗ -0.00001 0.0022∗ 0.002∗∗ 0.0022∗ -0.0015 -0.0002 -0.0042∗ 0.0001∗∗ -0.0002 -0.0006 -0.001∗∗ -0.0005
(−3.56) (3.05) (−0.24) (2.49) (1.86) (2.85) (−1.10) (−0.77) (−10.97) (1.81) (−0.35) (−1.53) (−1.92) (−1.19)

λve -0.0014∗ 0.0001 0.0002 0.0004 0.0003 0.0006 -0.0032∗ 0.0000 -0.0036∗ 0.0014∗ -0.0011∗ -0.0008∗ -0.0008∗ -0.001∗∗

(−5.19) (0.53) (0.39) (0.50) (0.35) (0.81) (−3.17) (−0.02) (−13.42) (9.17) (−2.53) (−2.09) (−2.04) (−1.80)Notes: The values in (.) are the t-statistis proposed by Bollerslev and Wooldridge (1992)?.* and ** indiate that the orresponding oe�ient is statistially signi�ant at the 5% and 10 % level, respetively.UE: unemployment; CPI: onsumer prie index; PPI: produer prie index, PROD: prodution index; RET: retail sales; M4: aggregate M4
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Table 5: Wald test94-97 97-033-month 6-month 12-month 3-year 5-year 7-year 10-year 3-month 6-month 12-month 3-year 5-year 7-year 10-year
α + β 0.7720 0.8976 0.8543 0.9819 0.9880 0.9905 0.7396 0.7427 0.9001 0.7155 0.9398 0.9785 0.9747 0.9677Wald test
α +

β = 1

[0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000] [0.000]
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Central bank redibility indexCukierman and Meltzer (1986) authors de�ne monetary poliy redibility as "theabsolute value of the di�erene between the poliymaker's plans and the publi'sbeliefs about those plans". In this approah, the redibility index an be expressedas:
Cre = 1 if E(π) < πt,

Cre = 1 −

E(π) − πt

0.2 − πt
if πt < E(π) < 20%,

Cre = 0 if E(π) > 20%.The more the expeted in�ation (E(π)) diverges from the level of the target in�ation(πt), the less redible the entral bank is (Cre → 0). In the same vein, if the expetedin�ation is smaller than or lose to the target level of in�ation, then the redibilityof the entral bank attains its maximum value (Cre → 1).Some authors, as Cehetti and Krause (2002), while using this approah, sup-posed the same level for the in�ation target for all the ountries they retained intheir empirial analysis. In addition, they also assume that the expeted in�ationused in order to onstrut the redibility index is based on the realized in�ation ofthe previous period. Contrary to these authors, we �x the same in�ation targetfor the industrialized ountries and the same target for the emerging ountries. Forthe industrialized ountries, we suppose that the in�ation target is 2.12515, whihorresponds to the average of the target �x by some entral bank of industrializedountries pratiing in�ation target. As for the emerging ountries, we suppose thatthe in�ation target is equal to 3.2516. Furthermore, the expeted in�ation is obtainedusing data from Datastream.
152.125 orresponds to the average value of the in�ation target level �xed by industrial ountries,as United Kingdom and Australia, during 90s.163.25 orrespond to the average value of the in�ation target level �xed by emerging ountries, asBrazil and Mexio, during 90s. 30



Table 6: Test of unit rootADF ZandA SEOC B A C B A Model 2 Model 1 Model 0
ρ̂ β̂ ρ̂ µ̂ ρ̂3 month -1.176 -0.000∗ 0.483 -0.003∗ -0.912∗ -2.576∗ -2.083∗ -2.572∗ -1.650∗ -0.521∗ -1.433∗

(−2.931) (−0.65) [03/97] [07/97] [09/96] [0.58℄ [0.58℄ [0.58℄6 month -1.589 -0.000∗ 0.116 -0.002∗ -0.770∗ -2.711∗ -2.236∗ -2.982∗ -1.607∗ -1.010∗ -0.577∗
(−2.89) (−0.25) [03/97] [08/97] [09/96] [0.49℄ [0.50℄ [0.51℄12 month -2.075 -0.000∗ 0.197 -0.002∗ -0.701∗ -2.838∗ -2.602∗ -3.374∗ -1.723∗ -0.698∗ -1.476∗
(−3.45) (−0.32) [10/96] [01/00] [09/96] [0.62℄ [0.62℄ [0.59℄3 year -3.867 -0.000∗ -0.418 0.002∗ -0.695∗ -4.818∗ -4.019∗ -4.549∗ -0.530∗ 0.197∗ -1.717∗
(−4.29) (0.29) [07/99] [10/01] [06/99] [0.58℄ [0.59℄ [0.57℄5 year -3.817 -0.000∗ -0.439 0.002∗ -0.741∗ -4.908∗ -4.139∗ -4.709∗ -0.496∗ 0.152∗ -1.959∗
(−4.14) (0.30) [06/99] [10/98] [06/99] [0.62℄ [0.62℄ [0.62℄7 year -3.803 -0.000∗ -0.410 0.001∗ -0.835∗ -5.018∗ -4.637∗ -5.098∗ -0.160∗ -0.14∗ -2.09∗
(−4.04) (0.24) [05/99] [10/98] [06/99] [0.63℄ [0.63℄ [0.64℄10 year -3.636 -0.000∗ -0.502 0.002∗ -0.794∗ -5.007∗ -4.634∗ -5.147∗ -0.856∗ -0.392∗ -1.85∗
(−3.81) (0.33) [11/97] [10/98] [04/97] [0.65℄ [0.64℄ [0.65℄* and ** indiate that the orresponding oe�ient is statistially signi�ant at the 5% and 10 % level, respetively.The values [./.℄ in the entral part of the table orrespond to the month and the year of the hange.The value [.℄ in the right hand of the table orresponds to the value of ρ.
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Table 7: Statistial properties of daily U.K. interest rate variations3 month 6 month 12 month 3 year 5 year 7 year 10 yearLyung-Box (LB)test on the squaredresiduals
LBQ2(1) 80.00∗ 460.69∗ 18.53∗ 29.75∗ 27.71∗ 25.75∗ 33.90∗
LBQ2(5) 89.00∗ 497.68∗ 21.50∗ 78.61∗ 171.79∗ 187.98∗ 203.69∗
LBQ2(10) 92.01∗ 506.40∗ 21.73∗ 151.00∗ 297.53∗ 343.10∗ 371.06∗Box-Piere (BP)test on the squaredresiduals
BP

ǫ2
(1) 79.87∗ 459.92∗ 18.50∗ 29.70∗ 27.66∗ 25.71∗ 33.85∗

BP
ǫ2

(5) 88.84∗ 496.83∗ 21.46∗ 78.42∗ 171.34∗ 187.48∗ 203.17∗
BP

ǫ2
(10) 91.84∗ 505.51∗ 21.69∗ 150.47∗ 296.49∗ 341.89∗ 369.79∗LM test for ARCHe�et (Engle(1982))

LM − ARCH(1) 79.87∗ 459.92∗ 18.50∗ 29.70∗ 27.67∗ 25.72∗ 33.86∗
LM − ARCH(5) 82.09∗ 475.61∗ 20.42∗ 60.62∗ 122.15∗ 133.22∗ 136.90∗
LM − ARCH(10) 84.52∗ 480.94∗ 20.63∗ 93.29∗ 159.97∗ 172.05∗ 179.59∗* and ** indiate that the orresponding oe�ient is statistially signi�ant at the 5% and 10 % level, respetively.

8 Annexe
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Table 8: Statistial properties of innovations (ǫ1)3 month 6 month 12 month 3 year 5 year 7 year 10 yearLyung-Box (LB)test on the squaredresidualsLB(1) 1.506∗ 8.803∗ 0.418∗ 0.111∗ 0.046∗ 0.008∗ 0.001∗
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)LB(5) 12.572∗ 67.316∗ 9.708∗ 2.946 2.488 1.499 1.731
(0.01) (1.60E−14) (0.02) (0.40) (0.48) (0.68) (0.63)LB(10) 13.987∗∗ 119.209∗ 21.434∗ 11.844 10.598 6.964 10.786
(0.08) (4.83E−22) (0.01) (0.16) (0.23) (0.54) (0.21)LM test for ARCHe�et (Engle(1982))LM-ARCH(1) 74.986∗ 435.386∗ 22.412∗ 34.940∗ 30.274∗ 29.560∗ 35.363∗

(4.74E−18) (1.09E−96) (2.20E−6) (3.40E−9) (3.75E−8) (5.42E−8) (0.00)LM-ARCH(5) 77.853∗ 450.439∗ 24.183∗ 66.330∗ 127.051∗ 138.614∗ 140.945∗
(2.36E−15) (3.95E−95) (0.00) (5.94E−13) (1.00E−25) (3.53E−28) (0.00)LM-ARCH(10) 80.365∗ 456.763∗ 24.549∗ 98.848∗ 163.672∗ 175.653∗ 183.233∗
(4.26E−13) (7.54E−92) (0.01) (9.26E−17) (5.65E−30) (1.87E−32) (0.00)Engle and Ng(1993) sign and sizebias statistiSign Bias test 0.000 0.746 0.812 2.502∗ 0.826 0.000 0.327Pos. size Bias test 60.315∗ 246.329∗ 1.516 21.447∗ 7.596∗ 12.504∗ 12.815∗Neg. size Bias test 11.691∗ 18.780∗ 32.328∗ 1.498 6.707∗ 2.640∗ 5.398∗Join test Engle andNg 89.171∗ 292.023∗ 43.574∗ 30.578∗ 23.671∗ 23.135∗ 27.995∗

1 ǫ orrespond to the innovation series in the model Eq. 1.*, ** indiate signi�ane at the 5% and 10% levels.
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Figure1:Englishin�ationrate
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Figure2:Englishunemploymentrate
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Figure3:EnglishGDPrate
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