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How do financial markets incorporate news? This paper
argues that one piece of news not only has direct effects on
asset prices and market volatility, but it can also alter the rel-
ative importance of other news. Studying the reaction of UK
short-term interest rates to the Bank of England’s Inflation
Report and to macroeconomic announcements, this paper finds
support for the notion of interdependent news effects. With
time elapsing since the latest release of an Inflation Report,
market volatility increases, suggesting that market uncertainty
rises until the central bank updates its communication. At
the same time, the price response to other macroeconomic
announcements becomes more pronounced, and they play a
more important role in reducing uncertainty.
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1. Introduction

How do financial markets incorporate news? If a particular news
item contains relevant information, it might exert immediate effects
on asset prices and market volatility. Furthermore, it might also
alter the importance that gets attached to other, subsequent, pieces
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of news (for instance, by making them less relevant). This creates
an interdependence of news, making the information content of one
item dependent on the relative importance of another item. The aim
of this paper is to verify the interdependence of news and to doc-
ument the corresponding reactions of financial markets. The main
hypothesis of the paper is that shortly after the release of a “domi-
nant” piece of news, other news leads to relatively small reactions in
financial markets. By contrast, with larger distance to this dominant
piece, the relative information content in other news increases, thus
also triggering more substantial effects on asset prices.

To study this hypothesis, we will use the Bank of England’s Infla-
tion Report as an example for potentially dominant news and look
at the reaction of British short-term interest rates to the Inflation
Reports themselves. In addition, we incorporate other macroeco-
nomic news and model the reaction to this news as dependent on
the time that has elapsed since the last release of an Inflation Report.
This choice rests on the assumption that central bank communica-
tions are important drivers of short-term interest rates, and exploits
the fact that the Bank of England’s Inflation Report is released
at a quarterly frequency. This implies that in the interim period
between two Inflation Reports, financial market participants need
to update their beliefs about the course of the economy and the
likely setting of monetary policy based on other information, such
as the releases of macroeconomic data. Shortly after the release of
an Inflation Report, markets should have a relatively clear picture
about the future course of interest rates, but with increasing dis-
tance to this communication, this picture becomes blurred given
that the economy evolves, yet the central bank does not provide an
update of its own assessment. Accordingly, other pieces of informa-
tion (as given by macroeconomic announcements) should become
more newsworthy and therefore receive more attention in financial
markets.

The evidence provided in this paper is in line with these hypothe-
ses. There are three main findings. First, the release of the Inflation
Report leads to a marked decline in market volatility, suggesting
that it triggers a reduction in uncertainty among financial market
participants about the future course of monetary policy. Second,
market volatility increases with the time that has elapsed since the
latest release of an Inflation Report, which supports the notion that
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its information becomes stale over time. Third, the price response to
other macroeconomic announcements does indeed become more pro-
nounced with increasing distance to the latest Inflation Report, and
they play a more important role in reducing uncertainty. Finally,
the paper finds the same patterns with regard to other news, as
uncertainty also increases in between two announcements of infla-
tion data. The findings therefore apply more generally and are not
restricted to central bank communications.

These findings have a number of important implications. In the
realm of monetary policy, central banks routinely study the market
response to macroeconomic news. To appropriately judge the mag-
nitude of such market movements, it is important to compare these
against the correct benchmark, which is not the average response
but rather the average response conditional on the freshness of cen-
tral bank communication. An above-average response to the release
of inflation data shortly prior to the publication of a major cen-
tral bank release, for instance, is to be expected, and should be
assessed accordingly. Beyond a pure monetary policy perspective,
these findings might help explain why it is at times difficult to
establish a link between asset prices and macroeconomic fundamen-
tals (see, e.g., the discussion on this issue in Andersen et al. 2003).
What the current paper suggests is that a missing (or a muted)
responsiveness need not automatically imply a broken link. Rather,
muted responsiveness can very well arise if the information con-
tained in another source (that could have entered the information set
already at an earlier stage) is sufficiently precise to dominate the new
signal.

The paper relates to the extensive literature on how macroeco-
nomic announcements (such as the release of data for consumer
price inflation) are incorporated into asset prices. Early contribu-
tions have shown the responsiveness of stock prices (McQueen and
Roley 1993), of money and bond markets (Fleming and Remolona
1999b; Thornton 1998), and exchange rates (Andersen et al. 2003;
Faust et al. 2007). Further work has subsequently provided evi-
dence for asymmetries and time variations in the effect of macro-
economic announcements. Andersen et al. (2003), for instance, show
that bad news has a greater impact on exchange rates than good
news, and that more timely news releases lead to larger market reac-
tions. Andersen et al. (2007) furthermore show that the news effects
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are dependent on the business cycle. Finally, a recent contribution
by Gilbert et al. (2010) finds a somewhat smaller responsiveness
to macro announcements that are subject to larger revisions, and in
particular a substantially larger reaction to news with more informa-
tion content about future monetary policy decisions by the Federal
Open Market Committee.

This suggests that interest rates react to macroeconomic
announcements because their release provides signals which allow
financial market participants to update their expectations about
the future course of monetary policy. If this is the case, then sig-
nals which are provided by the central bank itself should receive
even more attention in financial markets. As a matter of fact, cen-
tral bank communications have been found to be among the most
important market movers, especially for interest rates (Guthrie and
Wright 2000; Kohn and Sack 2004; Andersson, Dillén, and Sellin
2006; Ehrmann and Fratzscher 2007). Reinhart and Sack (2006) as
well as Reeves and Sawicki (2007) show that, in particular, commu-
nication on behalf of the entire policy-making committee is a strong
market mover; for the case of the Bank of England, the Inflation
Report has been shown to be particularly important.!

The current paper is also closely related to Gropp and Kadareja
(2012), who look at the aging of the information content contained in
commercial banks’ annual reports. The idea underlyng that paper
is that with increasing distance to an annual report, the quality
of the public information about the bank deteriorates. If a signal
arrives shortly after the release of the annual report, it is much eas-
ier for analysts to determine the implications of this signal for the
stock price of the individual bank, whereas over time, uncertainty
increases. In line with this hypothesis, the paper finds that with
increasing distance to the annual report, the volatility response of
stock prices to monetary policy shocks becomes larger and more
persistent. Our paper complements theirs by looking at a different

"Whereas earlier studies of the market reactions to Bank of England commu-
nication (Clare and Courtenay 2001, Lasaosa 2007) had concluded that the news
component contained in interest rate decisions increased with the independence
of the Bank of England, Bell (2005) argues that in more recent years, the news
content of the decisions has declined, due to a more central role of the Inflation
Report in the decision-making process.
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informational setup (the central bank informing about the state of
the economy rather than a commercial bank providing information
about itself), different financial markets (interest rates versus stock
markets), different data frequency (daily as opposed to intradaily),
and a different volatility measure (conditional versus realized). The
fact that both papers come to similar conclusions suggests a wider
applicability of the phenomenon.

The remainder of this paper is structured as follows. It develops
some hypotheses about the reception of news in financial markets
and describes the data and the methodology underlying our empiri-
cal analysis in section 2. Section 3 provides the empirical results, first
looking at the unconditional reception of news and subsequently ask-
ing how this changes if central bank communication becomes stale.
Section 4 concludes.

2. Modeling the Reception of News in Financial Markets

The purpose of this section is to develop a few hypotheses about the
effect of the release of Inflation Reports and of macroeconomic news
on financial markets and their interaction, as well as to present the
setup of our subsequent empirical analysis.

2.1 Some Hypotheses about the Reception of News in
Financial Markets

The impact of macroeconomic announcements on financial markets
has typically been studied in the context of Bayesian learning mod-
els (Kim and Verrecchia 1991; Veronesi 2000; Gilbert et al. 2010;
Hess and Niessen 2010), where market participants need to form
an expectation about some economic variable, but they receive only
noisy signals about this economic fundamental. Let us assume that
prior to the reception of such a signal, market participants have
formed an expectation, with ur denoting the mean expectation and
pr its precision.? If they receive a noisy signal y4 about the economic
fundamental, with precision p4, they will update their expectation
by calculating a weighted average of the prior expectation and the

2This follows the notation of Hess and Niessen (2010).
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signal, with the weights being related to the relative quality of each.
The updated belief is given as
PF PA
+ 1A 1
PR+ pA PF+pa 1)

Hp = HF

and has precision
pp = PF + pPA- (2)

This very simple setup allows drawing a number of important con-
clusions. First, an update of the mean expectations will only take
place if pa # pp, i-e., if there is some “news” in the signal. In con-
trast, the precision of the expectation will change as long as p4 # 0,
regardless of whether the signal contains some news content. Sec-
ond, the updating of the mean expectation will crucially depend on
the precision of the prior expectation: the more precise the prior,
the less value added is implied in receiving a signal, and the less
updating will take place in response to it.
Accordingly, we can formulate the following hypotheses:

1. The release of public signals should lead to an update of
agents’ expectations about the economic fundamental.

2. The release of public signals should lead to an increased pre-
cision of agents’ expectations.

3. With passage of time after the release of a signal, its infor-
mation becomes stale, which should ceteris paribus lead to a
decreasing precision of expectations.

4. The more time has elapsed since the release of a signal, the
more pronounced the update of expectations in response to
other signals.

5. The more time has elapsed since the release of a signal,
the stronger the increase in the precision of expectations in
response to another signal.

2.2 The Data

We would like to put these hypotheses to an empirical test. The prin-
ciple should apply generally, for any financial market, and for any
piece of news. However, as argued above, the example of central bank
communications and short-term interest rates might be promising,
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given that they satisfy the main requirements: (i) there is known to
be a tight link between the two, (ii) some central bank communica-
tions are infrequent, implying that there is sufficient time in between
two releases to study time variations in the response to other news,
and (iii) some central bank communications have a regular release
schedule, which makes them a convenient object of study.

Accordingly, for the financial market we chose British zero-
coupon government bond yields for different maturities ranging from
two to twelve months. Our dependent variable is defined as the first
difference of the daily yields, as is common practice in the announce-
ment literature. These data have been provided by the Bank of Eng-
land. A possibly preferable alternative would have been to use inter-
bank rates, as these are arguably more tightly linked to monetary
policy; unfortunately, the available series typically do not vary at
the daily frequency, especially at the beginning of our sample, such
that we had to use government bond yields instead.® The same data
have been fruitfully employed in related studies; Glirkaynak, Levin,
and Swanson (2010), for instance, use them to investigate whether
the UK monetary policy has succeeded in anchoring inflation expec-
tations. The sample spans all trading days from March 1997 until
December 2008. While the start of the sample is due to the unavail-
ability of earlier zero-coupon yields data, it coincides roughly with
the independence of the Bank of England and, as such, constitutes
a meaningful choice. The starting point is also just prior to the 1998
Bank of England Act, which requires the Monetary Policy Commit-
tee (MPC), i.e., the Bank of England’s rate-setting body, to sign off
on the Bank’s Inflation Report.*

3In order to check the robustness of our results, we also used available inter-
bank rates. Although these rates are only available for a considerably shorter
time sample (starting in 2001, thus reducing the sample by around one-third) and
exhibit consecutive periods of non-fluctuating rates, we find our results broadly
unchanged. In particular, we still observe an increase in volatility with the time
elapsed since the last Inflation Report.

4This need not imply that the MPC, as a group, endorses the entire content of
the report; however, the forecasts of inflation and GDP and the associated ranges
are typically endorsed by the MPC. Judging from the media (and especially
newswire) reporting about the Inflation Report, where especially the forecasts
receive a lot of attention, we assume that this part of the reports is central to the
financial market participants. For a detailed discussion on the forecasting process
and its importance, see Goodhart (2001).
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As to the central bank communication variable, we focus on the
Bank of England’s Inflation Report, despite the fact that there are
a large number of other important communication events. Monetary
policy decisions and the accompanying statements or the subse-
quent release of the minutes of MPC meetings are obvious exam-
ples, as are speeches by MPC members. However, in contrast to
these other publications, Inflation Reports have a regular publica-
tion schedule (compared with speeches), a relatively low publication
frequency (compared with minutes and policy statements), and they
are clearly a publication of major importance: Inflation Reports con-
tain an in-depth analysis of the Bank of England’s assessment of the
economy (taking the length of the documents as a proxy, Inflation
Reports are at around fifty to sixty pages, more than five times as
long as minutes, which typically contain around ten pages). Impor-
tantly, the Inflation Report also contains the forecasts of inflation
and GDP, and as such an important forward-looking element of
the Bank’s economic assessment, which directly feeds into policy
deliberations. According to the Bank of England (2009), the Infla-
tion Report “serves two purposes. First, its preparation provides a
comprehensive and forward-looking framework for discussion among
MPC members as an aid to our decision making. Second, its publica-
tion allows us to share our thinking and explain the reasons for our
decisions to those whom they affect.” According to Lomax (2005),
the Inflation Report plays a “central role” in the MPC’s communica-
tion. As further indications of its prominence, note that the Inflation
Report is the first on the list of the Bank’s “Main Publications”
on its web site (www.bankofengland.co.uk), and that its publica-
tion is accompanied by a regular press conference. As a matter of
fact, Reeves and Sawicki (2007) have found the Inflation Report to
be a particularly strong market mover, and the reports have been
judged to be of very high quality (Fracasso, Genberg, and Wyplosz
2003).

We have collected the release dates of the Bank of England’s
Inflation Report from the Bank of England web site, and create
a dummy variable that is equal to one on release dates and zero
otherwise. Our sample covers forty-six Inflation Reports. Note that
the release schedule of the Inflation Reports is clearly exogenous
to market events: the Bank of England publishes the exact release
dates several issues ahead. The release pattern is furthermore highly
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regular: 55 percent of reports are released sixty-five days after the
preceding report, another 13 percent deviate from this by one day,
another 24 percent by four days, and the remaining 6 percent by
six days. The time elapsed since the last report is measured by
counting the days since the preceding release and dividing this num-
ber by the total number of days between the preceding and the
subsequent release. To facilitate the interpretation of coefficients,
we have normalized the resulting variable by subtracting its mean.
The variable therefore ranges from —0.5 (on the first day after the
release of an Inflation Report) to +0.5 (on the day of the release
of the subsequent Inflation Report). Note that this normalization
does not affect any of our results qualitatively. Finally, given that
asset prices, at the time of a news release, react only to the sur-
prise component contained therein (Kuttner 2001), we need to con-
struct a proxy for the news content of each Inflation Report. We
do so by calculating the change in the central tendency of the infla-
tion forecast at the policy-relevant two-year horizon. Of course, this
proxy is rather crude, as it neither does justice to the breadth and
depth of the report nor takes into account the fact that changes in
the inflation forecast might have been partially expected. However,
a cross-check with media reporting about the Bank of England’s
Inflation Reports shows a very strong emphasis on precisely the
change in the two-year inflation forecast, such that we consider this
proxy as capturing the most relevant news content in the Inflation
Reports.

As to other news, we follow a large literature and look at the
market response to the release of macroeconomic data. To construct
the surprise component, we follow the standard in the announce-
ment literature and deduct the expectation of the announcement
from the actual announcement value of the variable. To allow a com-
parison of the magnitude of the financial market responses, we fur-
thermore standardize the surprises by their own standard deviation.
This standardization removes differences in the unit of measurement
across variables, and regression coefficients for each series can then
be interpreted as a response per one-standard-deviation surprise.
We obtained data on financial market expectations of the various
macroeconomic data releases from two sources, namely Money Mar-
ket Services (MMS) and Bloomberg Financial Services, and use the
median response of the respective polls as our measure of market
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expectations.® The macroeconomic announcements contained in our
data set relate to the Consumer Price Index (month on month), the
Manufacturing Purchasing Managers Index, retail sales (month on
month), unemployment, and the trade balance. By opting for nomi-
nal and real indicators, we aim to cover a relatively broad spectrum
of the economy; by choosing forward-looking ones such as the PMI,
we intend to capture indicators that might help markets infer news
about the future course of monetary policy. As an alternative to
including the CPI, one might consider using the RPIX, given that
the Bank of England’s inflation target was formulated in terms of
this price index until 2003. While having opted for the CPI, we can
confirm that using the RPIX does not affect our results.

Table 1 reports summary statistics for all variables and also
shows how much time has, on average, elapsed between the release of
an Inflation Report and the respective macroeconomic data releases.
It is important to note that all releases are rather regular, such that
there is relatively little variability in average numbers over time.

Given that the bulk of the announcement literature has studied
market responses to U.S. releases, we furthermore collected U.S.
announcement data, again covering nominal and real aspects as
well as leading indicators, namely the Conference Board’s compos-
ite index of leading indicators, industrial production, core CPI, and
non-farm payrolls. The U.S. data will provide a basis for testing the
robustness of our results. Note that we can be agnostic on why U.S.
surprises move British yields, given that we are only interested in
how financial markets react to public signals conditional on the time
elapsed since the preceding Inflation Report, regardless of the under-
lying perceived transmission mechanism from the U.S. to the British
economy.

2.3 The Econometric Model

As mentioned above, we are interested in how expectations about
the fundamental, as well as their precision, evolve. Our empirical

’Ehrmann et al. (2011) note that the information content of the MMS and
Bloomberg series is very similar. In particular, when both surveys co-exist, the
release data are identical, and the expectations agree almost perfectly. The qual-
ity of these data as measures of expectations has been verified by, e.g., Balduzzi,
Elton, and Green (2001) and Andersen et al. (2003) for MMS, and by Ehrmann
and Fratzscher (2005) for Bloomberg.
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counterparts to these two concepts are the response of interest rates
and their volatility, respectively. It is important to note, however,
that we are interested in the volatility response conditional on the
response of interest rate levels. As shown in equations (1) and (2),
the arrival of news can have two effects: first, a change in the expec-
tation about the future path of interest rates. This will be reflected in
the price response. Second, also the precision of expectations might
be affected. Once the market has settled to reflect the new mean
expectation, we would expect to see a change in volatility compared
with the time prior to the arrival of the news. The “immediate”
price response to the signal should therefore not be considered part
of the volatility response. We therefore need to estimate an econo-
metric model that allows testing for the effect of news on both
the conditional mean and the conditional variance of asset prices.
We estimate an exponential GARCH (EGARCH) model, following
Nelson (1991).5 An EGARCH(1,1) model is sufficient to address the
non-normality of the data, in particular the serial correlation and
heteroskedasticity of the daily interest rate series. We will use differ-
ent variants of the econometric model. In its most extended version,
the conditional mean equation is formulated as

re=c1+0"s{ 4 Zéksf + Z O st g+ wgr + riy
k K
+ Y v+, (3)
!

with r; as the change in the daily UK zero-coupon rates, r;_; as
the lagged change, and d| as a set of controls containing day-of-
the-week effects. s¥ denotes the standardized surprise component
contained in macroeconomic announcement k, and s{f* denotes the
proxy for the news component in the Inflation Report. Finally, ¢,
stands for the time that has elapsed since the preceding release
of the Inflation Report. Conditioned on the information set of last

In order to test for asymmetries in volatility, we apply the Engle and Ng
(1993) sign and size bias test. It examines whether sign and size of the shocks
impact differently upon the conditional variance. The joint hypothesis of no
asymmetry is rejected for all maturities, suggesting the use of Nelson’s (1991)
EGARCH. The results are not displayed but are available from the authors upon
request.
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period (I;_1), we assume the distribution of the disturbance to be
we|It—1 ~ (0, hy). Hence, we express the conditional variance of UK
interest rate changes, h;, as

Ht—1

t—1

+)\IRafR+Z/\kaf —i—Zpkafgt +Cgt+ZTldé. (4)
k k l

log(ht) = c2 + K1 (

_ \/2/7'(') + /€2< M;;l ) + K3 log(ht,l)

t—1

a¥ and a!f are announcement dummies that take the value one on
all days a macroeconomic announcement or an Inflation Report is
released, and zero otherwise.” All other variables are as described
in equation (3). The model is estimated via maximum likelihood,
using the BHHH algorithm for optimization. Note that the model is
estimated for all business days in the sample, i.e., also for days when
neither an Inflation Report is issued nor a macroeconomic announce-
ment is made. The corresponding variables are equal to zero on such
days.

In the context of this econometric model, the hypotheses devel-
oped in section 2.1 translate into the following:

1. The publication of an Inflation Report and the release of
macro news should lead to an update of agents’ expectations
about the future course of monetary policy, and thus to a
response of interest rates: Hy : 6% # 0; 6% > 0.8

2. The publication of an Inflation Report and the release of
macro news should lead to an increased precision of agents’
expectations and thus to lower conditional volatility: Hy :
N <0 ME <.

3. With passage of time, the information contained in a given
Inflation Report becomes stale, which should lead to a

"Introducing the announcement dummies lagged by one day does not affect
our results.

8The expected sign depends on the type of news. An increased inflation fore-
cast in the Inflation Report or an unexpectedly high inflation release or release
about real variables should lead to increasing interest rates, whereas unexpectedly
high unemployment numbers should lower interest rates.
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decreasing precision of expectations and thus to an increase in
conditional volatility—until the subsequent Inflation Report is
released: Hy : ¢ > 0.°

4. The update of expectations in response to macro news should
be more pronounced the more time has elapsed since the
preceding release of an Inflation Report: Hy : sign(0%) =
sign(").

5. The increase in the precision of expectations in response to
macro news should be stronger the more time has elapsed since
the preceding release of an Inflation Report: Hy : p¥ < 0.

Hypotheses 2, 3, and 5 are illustrated in figure 1. The solid line
shows the evolution of market volatility that is predicted by the
various hypotheses. Importantly, the figure also contains a dotted
line, which shows that the estimate of the volatility increase over
time depends crucially on the inclusion of macro announcements
in the regression model: without these, the slope of the line gets
underestimated. This is important to bear in mind when interpret-
ing our results: while our model controls for a few macroeconomic
announcements, it will never be able to include all relevant news,
such that we would expect to find a relatively subdued estimate
for C.

It is important to note that much of the literature has discussed
that macro announcements increase market volatility. Ederington
and Lee (1993) and Fleming and Remolona (1999a) have identified
two distinct adjustment processes: In the first stage, prices adjust
nearly instantaneously to news, thus confirming the conjecture of
French and Roll (1986) that public information affects prices before
anyone can trade on it. In the second stage, which is somewhat
more persistent, trading volume surges and price volatility persists,
as residual disagreements among the traders about the interpreta-
tion of the news triggers trading. Note, however, that these two
periods span a couple of hours, i.e., are typically concluded within

9We are interested in the direct effect of the aging process of the Inflation
Report and not the overall effect (which furthermore takes into account that
with stale central bank communication, macroeconomic announcements will lead
to a stronger volatility reduction). Accordingly, we formulate this hypothesis as

Hp : ¢ > 0 rather than Hy : ¢ + 3 p*a® > 0.
k
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Figure 1. The Predicted Evolution of Market Volatility

Market volatility
PN

l T T T >t

inflation macro macro macro inflation
report news news news report

Notes: This stylized figure shows the predicted evolution of market volatility.
Volatility falls in response to news such as the Inflation Report. Subsequently,
it increases with the distance to the last Inflation Report. The reduction in
volatility in response to macro news increases with the distance to the last Infla-
tion Report. The dotted line shows the slope for this volatility increase that
would be estimated if macro news were mistakenly omitted from the econometric
model.

the course of a trading day. Accordingly, we might expect volatil-
ity to increase in the very short run yet still be muted over longer
horizons.

Another distinction that is important in that respect is whether
the increase or decrease is related to a realized or a conditional
volatility. Realized volatility is likely to increase (due to a response of
the conditional mean equation), whereas conditional volatility could
also fall in response to news. A number of papers in this litera-
ture estimate conditional mean and conditional variance equations:
Andersen et al. (2003, 2007) and Ehrmann and Fratzscher (2005)
using a weighted least-squares approach; Jones, Lamont, and Lums-
daine (1998) or Flannery and Protopapadakis (2002) using GARCH
models; and Goodhart et al. (1993) even using GARCH in mean
models. The key insight from these studies is that the effects on
the conditional mean might very well differ from the effects on
the conditional variance. Flannery and Protopapadakis (2002), for
instance, find that inflation news affects only the conditional mean
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of stock returns, whereas some real factors trigger responses in the
conditional variance without affecting the conditional mean.

Still, positive reaction coefficients are also found in studies of
conditional volatility. How does this result square with equation (2),
which states that any additional piece of information will increase
the precision of the expectation?'? This simplistic model, of course,
assumes that the economic fundamental is static in nature, such
that the new information helps in updating and narrowing down
the prior belief. In a dynamic setting, the economic fundamental
can move over time, however, such that a large surprise (i.e., a case
where 4 is substantially different from pp) might make the prior
expectation look unreliable or biased with regard to the new state
of the economic fundamental. In this case, the piece of news serves
two purposes: its incidence should lower uncertainty, as there is a
new piece of information about the fundamental, but depending on
the magnitude of the surprise, it might increase uncertainty, as it
makes the prior expectation less valuable. Which effect dominates
remains an empirical question. In our analysis, we will therefore dis-
till the pure effect on volatility arising from the incidence of the pub-
lic news by controlling for the effect of the surprise component in the
signal.

3. Financial Market Reactions to the Arrival of News

This section presents the empirical results. We will first ask how
financial markets respond to the arrival of news in general, looking
at the response to Inflation Reports as well as to macro releases. Sub-
sequently, we will test what happens over time following the release
of an Inflation Report, with the information becoming stale.

3.1  The Unconditional Reception of News

Our first test relates to the reaction of yields to the release of pub-
lic signals, i.e., hypotheses 1 and 2. Table 2 shows the results of
a model that contains, in the variance equation, dummies that are

'0This issue is touched upon in DeGennaro and Shrieves (1997), Kim and Sheen
(2000), and Kim, McKenzie, and Faff (2004).
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equal to one on release dates for Inflation Reports and the UK macro
announcements, and that controls, in the mean equation, for the
effect of macroeconomic releases and the Inflation Report.'! As to
hypothesis 1, we do indeed find that interest rates are responsive to
a number of macroeconomic releases and (although not at all matu-
rities) to our proxy of the news content of the Inflation Reports.
The direction of these effects is as one would expect, with interest
rates rising in response to higher than expected inflation and real
developments, and with interest rates falling in response to higher
than expected unemployment (although this effect is not statistically
significant).

The important thing to note in table 2 is that conditional volatil-
ity is reduced in response to nearly all announcements, i.e., providing
support for hypothesis 2. The importance of the Inflation Report
to market participants is confirmed by the fact that the volatility-
reducing effect in response to its release is one of the strongest across
the different announcements contained in this model. Another inter-
esting fact is the consistency of these results across maturities. At
all maturities, the announcements reduce volatility, with the effect
becoming smaller the longer the horizon. The single exception in the
table relates to the UK trade balance. Its release seems to heighten
rather than dampen market uncertainty.

As argued above, the precision-enhancing effect of macro news
might be difficult to detect if one does not control for the possibil-
ity that large surprises in a given piece of news lead to a revision
of the prior expectation about the economic fundamental. In order
to take this into account, we have expanded the current regression
model by furthermore controlling for the absolute surprise in the
conditional volatility equation. Table 3 reports the corresponding

"For brevity, the EGARCH coefficients are not displayed in table 2 and the
following tables. Throughout all estimations, the GARCH term is strongly signif-
icant and close to but below one, indicating a high persistence of the conditional
volatility. Both EGARCH parameters are equivalently significant in all estima-
tions. The sign asymmetry parameter exhibits a negative sign, although small in
size. The estimates confirm the asymmetry assumption proposed by the Engle
and Ng (1993) test results and can be read as a negative innovation increasing
volatility more than a positive innovation of equal magnitude. The results are
available from the authors upon request.



21

News Content of Macroeconomic Announcements

Vol. 8 No. 3

(ponurguoo)

(Awum ()
oouerey
9L0°0 G0T°0— | @00 w976 0— | 69070 w617 0— | 68070 #8670~ OPRLL M
(Aurm(q)
juowrAorduou )
601°0 #x86E°0— | LGl'0 «xE16°0— | 67770 wxl VT T— | 09170 soex LOTT— AN
(Awum(q)
6L0°0 wxx696°0— | LLO0 wxxV28°0— | 18070 «x680'T— | 68070 #xx86€0"T— So[eS [re19y M
(Aurum(q)
960°0 «x09€°0— | 9010 wxxV6L°0— | LOT0 wxxlSTT— | G610 ##x600"T— INd >0
(Awrwm(y)
¢rro SY00— | LTT0 S6T°0— | 9970 wxx6lV 0= | GLI'0 #0640~ IdD 3N
u01DNbIT 22UDLIDA
1SBODIO
£a0°0 #1x680°0 910°0 «9€0°0 Gro'o €100 oo 600°0— uoryegul |l v
oouereq
£00°0 ¢000— | £00°0 €000— | @000 €00°0— | @000 100°0— OPRIL M
yuowrLojduwou )
7000 ¥00'0— | @000 ¢00°0— | @00°0 100°0— | 100°0 100°0— N
£00°0 #+x610°0 G000 #xx¥10°0 100°0 #+x500°0 100°0 #0070 SOleS eIy M
800°0 #+610°0 G00°0 «110°0 7000 «L00°0 §00°0 «x800°0 INd 0
£00°0 #xx860°0 £00°0 #xx660°0 G00°0 #xx6 1070 G00°0 #xx900°0 IdD 3N
LOLLIT piclde) LOLLST piclde) LOLLST piclde) LOLLST piclde)
‘P1S P1S P1S P1S
SUYJUOIA] SA[OM T, SYJUOIN XIS SUYJUOIA 99T, SYJUOINl OM T,
yuouodwo)) ostadang
*SA 90U9PIJU] :SPIOIA UO SJUSWEIUNOUUY JO J09[H 98eloAy oY, "¢ °[qel




September 2012

International Journal of Central Banking

22

1 ki ki
P K gslym K+ o X K+ 0y, X+ (rg)Sop 85 4 (Ty N/ 1=hl) s + (2/g/N — | 17hy /N /1)) T 4 @ = (Ty)8o]

1 o
se uoryenbs oouelrea oayy ‘*1f + W%N\N K+ T—%p + um&mm + ﬁwmsm + 1o = %4 se poyroads st uorjenbe ueew oyJ, ‘A[ear30edsar ‘(oad] % 0T
pPUR ‘%G ‘94T 8} e 9OUROYIUSIS [OI}SI}RIS OJRDIPUL , PUR ‘. ‘., . "SIOLId pIRpUR)S S} 9j0ULD SOI[R}L Ul sIoquny -uorjenbo souerrea oyj ur
os1adans 9Jnjosqe a1} pue 9OUIPIOUI JULWPIUNOUUR O} JO 1090 oY) Suljeredos ‘p10doy] uoIjRPU] O3 JO 9SBI[DI 9J PUR SJUSWLDOUNOUUR O[UWOU
-009010RW 09 SP[AIA WOAN02-019Z 3[[) JO JUSIOLYJO0D UOI}ORDI Y} ‘(SUMWN[OD SNOLILA O} UI) SOILINJRU JUSIDJIP Y} I0J ‘SMOYS d[qe) dY T, :S9J0N

(esurding 'sqy)
G¢e'0 x€G6°0 969°0 0680 G£9°0 «6L0°T 9L 0 G940 }10doy uotjeyu]
(Aurwmy)
(esturding
'Sqy) eouereqg
670°0 #+x97C"0 7600 #x 19970 76070 #x6G9°0 090°0 #7790 OPRLL M
(esuading 'sqy)
JuotAordurou )
L0 0 0v0°0 880°0 wxGVG°0 0010 «+8€C"0 LOI0 gcro N
(esurdimg 'sqy)
£50°0 990°0 £60°0 «80T°0 050°0 #x80€"0 75070 #x90€°0 SRS 119y 3N
(esurding
goro #xx9LG°0 Gero w1970 76170 sV 280 LI 0 #1680 'SqV) TINd 3N
(esurding
&al'0 8TT°0 Iér o «xG9€°0 Ier o #x808"0 I&1°0 «+9EE°0 'SqV) 1dD 3N
UOYDNDI IUDIIDA
LOLLTT piclely) LOLLET piclilg LOLLT] piclely) LOLLE] piclilg
P1S P1S P1S P1S
SYJUOTA] SA[OMT, SYJUOTA] XIS SYJUOTA] 92aY T, SYJUOTA] OM T,

(penunjuo)) ¢ SIqEL




Vol. 8 No. 3 News Content of Macroeconomic Announcements 23

results and very convincingly supports the conjecture. First, volatil-
ity increases in response to the surprise component of virtually all
announcements (including our proxy for the surprise component in
the Inflation Report, albeit at low levels of statistical significance).
Second, the results with regard to the announcement dummies (now
cleanly measuring the effect of the incidence of a release) improve
in several ways: the coefficient estimate with regard to the trade
balance dummy switches sign and turns negative in line with all
other coefficients; at the two- and three-month maturities, the pre-
viously insignificant coefficient on the CPI dummy is now also sig-
nificant and negative; all coefficients are substantially larger than
their correspondents in table 2.

Based on this evidence, we conclude that the arrival of news
leads to an update in expectations. Their incidence tends to enhance
the precision of expectations, but this effect can possibly be over-
shadowed by the volatility-enhancing effect of the announcement’s
surprise component. However, in the majority of cases, the volatility-
reducing factor turns out to be dominating. Taken together,
these results provide strong evidence in favor of hypotheses 1
and 2.

3.2 What if Central Bank Communication Becomes Stale?

To test hypotheses 3-5, we will now turn to measuring the market
reaction conditional on the freshness of central bank communication.
For that purpose, we expand the econometric model by including the
variable that measures how much time has elapsed since the preced-
ing release of an Inflation Report, and by interacting this variable
with the macroeconomic release data. The results are provided in
table 4.

Looking at the direct effect of the elapsed time, it is apparent that
volatility does indeed increase with the distance from the preceding
Inflation Report release. This effect is strongest at the two-month
maturity but is also present and statistically significant up to a hori-
zon of six months. Despite its statistical significance, it has to be
noted that the magnitude of the effect is small. However, figure 1
has shown that the omission of macroeconomic announcements will
tend to depress estimates of ( and, as we will see later on, this



September 2012

International Journal of Central Banking

24

(panuguoo)

1SIDIO

610°0 #xx190°0 gro-o L10°0 oo ¢00°0 0100 900°0 uoryegul |l v

6000 100°0 G000 100°0 1000 100°0 100°0 100°0— posde[y aut,
posderyg
OWIL], 4 oue[eq

L00°0 «x610°0— | 90070 L00°0— | 900°0 G00°0— | 900°0 G00°0— OPRLL M
posdery owy, 4
yuowfojduou )

0100 €000 §00°0 L00°0— | §00°0 v00°0— | £00°0 «x900°0— N
posderr ewr],

600°0 G00°0— | 900°0 000°0 70070 ¥00°0 7000 9000 % SO[BS [I®19Y 3N
posderyq

7300 800°0— | &I0°0 100°0 600°0 £00°0 £L00°0 «V10°0 OWILT, TN 3N
posderyg

010°0 #xxL60°0 L00°0 #xx€60°0 G00°0 #xx810°0 G00°0 #xx710°0 SWILL, & IdD 3N
oouereyq

G00°0 0000 G00°0 «v00°0— | G00°0 «#x800°0— | 100°0 ¢00°0— OPRIL M
yuowAojduwou )

7000 €00°0— | @000 ¢000— | G000 ¢000— | 1000 ¢000— N

£00°0 #xxL10°0 G00°0 w7 10°0 100°0 +xx900°0 100°0 #xx700°0 SOleS eIy MN

L00°0 #xx060°0 7000 ++0T0°0 £00°0 xG00°0 G00°0 €000 INd 30

£00°0 ##x960°0 G00°0 wxx810°0 G00°0 ##x600°0 G00°0 +¥00°0 IdO XN

LOLLTT piclde) LOLLST piclelg) LOLLST piclde) LOLLIT piclde)
‘PIS ‘P1S ‘PIS ‘PIS
SUYJUOIA] OA[OM T, SYJUOIN XIS SYJUOA] 994 ], SYJUOIAl OM T,

110day uvorjyepguy Surpadedd
91} 07} 9due)SI(J :SP[RIX UO SIUDWAIUNOUUY JO 109 YL ¥ o[qel




25

News Content of Macroeconomic Announcements

Vol. 8 No. 3

(panuyuoo)

posdery owr,
% (Awmun(g)

9660 «8TV0— | LTE0 «++8€9°0— | LEGO L097°0— | G730 «8CV'0— SoreS eIy MN
posdelr] ewrL],
« (Awmun()

L6G°0 68¢°0 08¢°0 I8T°0— | 89¢°0 Vwe'0— | 6LG°0 ¢ee0— INd 30
posdery oLy,
% (Awum()

6720 6€€°0 7660 0£€'0— | 7980 «+066°0— | £8G°0 wxx0CT T— IdO N
(Aurm(q)
souefeq

860°0 080°0 090°0 #x VG170 G90°0 «8€T°0 G90°0 «07T°0 OPRIL M
(Awrwm(y)
yuowAojduwou )

6L0°0 €0T°0— | 9600 wxxV2G0— | 60170 «V99°0— | 70770 #xx8GL°0— AN
(Aurm(q)

ELO0 #xL6E0— | TLO'0 wex 1 19°0— | TLO'0 «x£06°0— | 7070 #xLG8°0— SIS eIy M
(Aurwm(y)

7L0°0 «+G81°0— | 98070 «++9EV'0— | G80°0 «#+089°0— | 660°0 #x07G 0~ INd 0
(Awum(q)

660°0 9¢0'0— | 0IT°0 ¢l0°0 061°0 ¥c0'0— | &61°0 «1€¢°0— IdD 3N

UOYDNDIT 2IUDIIDA
LOLLST picleg) LOLLE] picley) LOLLE] piclery) LOLLE] picley)
P1S P1S P1S ‘P1S
SUYJUOTA] SA[OM T, SYJUOTA] XIS SYJUOTA] 924Y T, SYJUOTA] OM T,

(penunjuo)) *§ SqeEL




September 2012

International Journal of Central Banking

26

7 q Bl
.wﬁkm + 69 + Suso\mw + MB&K <+ mwss,« + (T=#y)8o1 &y + (T—ry /N /T1—1)ey + (n/g /N — |T—#y /N /T—#1|) T 4 %o = (#y)So]

se uoljenbe oourlIRA O1) ‘*11 4 wﬁ~\~ HNW + Tt + 6 ++ gm@wwzﬁ ”xw + ,@Wm&m ”xw + mwmw:w + o = %4 se payioads st uolyenbe ueowr oy J, ‘A[oarydadsax
‘19A] %0T PU® ‘%G ‘9T 977 e 20urdYIUSIS [BDI)SIIR)S 9JBIIPUL , PUR ‘.. ‘L .. 'SIOLId pIEpUR)S O} 9J0USP SII[BIT Ul sIdquNY “p10dey] uorjeyuy
Surpeoaid oY) Jo aseslal a3 souls pasde[s suir} 9y} uo Juipuadep pue [eIoUSS Ul 110dey UOIIRYPU] SYJ JO 9SBI[LI 91} PUR SHUSWSOUNIOUUR ITWOU
-000010'W 09 SPAIA W0dN02-019Z 3][) JO JUSIOYJO0D UOIOLBI 9} ‘(SUMWN[OD SNOLIRA ) UI) SOIILINJRUI JUDIDIIP Y} I0J ‘SMOYS d[qe) oY T, :S930N

$60°0 xxxG€E°0

LI0°0 200°0—
G810 9€T°0
L7 0 69€°0—

LI00 +«070°0

96670 9710

96G°0 ¢0¢0

LI0°0 «[€0°0
6760 6,0°0—
LG 0 89¢°0

9IT 0 #5700

G660 w67V 0~

0830 x909°0

(Awrwm(y)

110dey uoryepyuy

posderr owry,
posderr] ewr],
 (nmy)
oouereyq

OPRLL M
posde[r] ewrL],
 (fmn)
juowrAodurou )

N

u0YDNDIT 2UDIIDA

LOLLTT picledy)
‘P1S

LOLLTT picley)
‘P1S

LOLLTT pictey)
P1S

LOLLET piclee)
P1S

STJUOTA] SA[OMT,

SYIUOIN XIS

SYJUOTA] 990 T,

SYJUOJA] OM T,

(ponunuo)) ¢ o[qer,




Vol. 8 No. 3 News Content of Macroeconomic Announcements 27

conjecture is confirmed by the inclusion of four U.S. announcements
in a subsequent robustness test, with the estimates of { doubling
or even tripling in magnitude. The volatility-increasing effect disap-
pears at the one-year horizon, and consistently so in all further mod-
els that we will analyze. At the same time, as should be expected,
the elapsed time does not matter for the mean of yields, as shown
by the very small and statistically highly insignificant coefficients for
this variable in the mean equation. This result is in clear support of
hypothesis 3.

What about the volatility reduction in response to macroeco-
nomic releases? Hypothesis 5 stated that this effect should be more
pronounced the more time has elapsed since the preceding release
of an Inflation Report. As a matter of fact, with very few excep-
tions, the interaction terms are typically negative, supporting the
hypothesis. Although a number of these are not estimated to be
significant, the picture that emerges is fairly consistent: with one
exception, all significant coefficients are negative. Furthermore, the
effects are sizable. Take the example of the CPI release: its effect
on average is estimated to be —0.23 for the two-month maturity.
However, the first CPI release after a given Inflation Report has vir-
tually no effect on volatility, with its coefficient estimated at +0.063,
while the third CPI release has a coefficient estimate of —0.591.12
As before, the effects are particularly pronounced at shorter
maturities.

The results strengthen by imposing the split of announcement
effects into the announcement incidence and the absolute surprise
component, as shown in table 5. In this specification, all statistically
significant coefficients on the non-interacted dummies are negative,
as are all the significant coefficients on the interaction terms. At
the same time, all significant coefficients on the absolute surprise as
well as on the respective interaction terms are positive. Controlling
for the surprise component, in the example of CPI the differences

12These numbers are calculated as follows: the average value of the “time-
elapsed” wvariable g; is calculated for the first and the third CPI releases.
These values amount to —0.260 and 0.319, respectively. The average effect of
the first CPI release on volatility is then given by A"’ + (—0.260)p"" =
—0.231 + 0.260 " 1.129 = 0.063; the average effect for the third CPI release is
NPT 4 0.319p%" = —0.231 — 0.319% 1.129 = —0.591.
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between the first and the last announcement are even more striking,
with an effect of —0.292 for the first and of —0.918 for the last,
suggesting that the volatility reduction of the last announcement is
more than three times as large as for the first announcement. The
evidence is therefore clearly in support of hypothesis 5.

The last hypothesis to be tested, number 4, stated that the reac-
tion of asset prices to macroeconomic news should be stronger the
more time has elapsed since the preceding release of an Inflation
Report. To see whether this is the case, we need to check the coeffi-
cients in the mean equation. As mentioned above, the non-interacted
coefficients in the mean equation show the sign that should be
expected according to economic reasoning. The question to be set-
tled is whether the coefficients on the interacted variables show the
same sign and are statistically significant. While it is generally true
that the coefficients of the interacted variables have the same sign
as those of the non-interacted variables, their statistical significance
(against zero) is rather weak. Only in the case of the CPI announce-
ment do we find such a pattern consistently across the different
maturities.

One interesting observation in that context relates to the evo-
lution of coefficients across the maturity spectrum. Contrary to
what was observed for the volatility equation, effects are now larger
with increasing maturities. This finding is in line with Fleming and
Remolona (1999b), who had also found an increasing magnitude
over the maturities studied in the current paper. At the one-year
horizon, the effects are relatively stark, though: the response of one-
year yields to a one-standard-deviation surprise in the first CPI
release following an Inflation Report is estimated at 1.8 basis points,
whereas the response to the last CPI release is substantially larger
at 3.3 basis points.

3.8 Robustness and Extensions

We have tested the robustness of these results in a number of
ways. First, we are interested in whether the inclusion of other
Bank of England communication events makes a difference, given
that these provide an occasion for financial market participants to
update their information set. This might apply in particular to the
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communications in the context of interest rate changes,'® to the
release of the minutes of the MPC meetings, and possibly also to
speeches by MPC members. For interest rate decisions, it is possible
to control for the surprise component by means of a Reuters survey
among financial market participants; for minutes, our analysis just
comprises the inclusion of a dummy variable that is equal to one on
the days of the release of the minutes. With regard to speeches and
interviews by MPC members, we have used an update of the data
set by Ehrmann and Fratzscher (2007). This data set collects all
speeches by MPC members containing some forward-looking refer-
ence to monetary policy inclinations. The communications are coded
as +1 if they indicate a tendency towards tightening, as 0 for neutral
statements, and as —1 for statements suggesting an easing of mon-
etary policy. As in Ehrmann and Fratzscher (2007), we will enter
this variable into the mean equation and a dummy variable for the
incidence of such speeches in the variance equation. As shown in
table 6, our findings remain qualitatively robust.

The additional communication variables provide interesting
results themselves. The surprise component in policy rate changes
leads to significant responses of market interest rates, with the effects
decreasing for longer maturities. Also the speeches affect interest
rates consistently, and in the expected direction: relatively hawkish
statements raise interest rates, while relatively dovish statements
lower them. The magnitude is very much in line with the results of
Ehrmann and Fratzscher (2007), with 0.004 vs. 0.005 at the three-
month maturity and 0.009 in both studies at the one-year maturity.
Turning to the variance equation, we find—in line with the results
for macroeconomic announcements—the surprise component in pol-
icy rate changes raises conditional volatility, whereas the incidence

13A broader measure would be to include all monetary policy decisions, i.e.,
also the no-change decisions. Decisions not to change interest rates (especially
when they had not been fully anticipated, i.e., some market participants had
indeed expected a change to occur at a given MPC meeting) typically raise ques-
tions as to the timing of the next policy rate change, an uncertainty that, by
definition, is less imminent in the case of policy rate changes. Using the broader
variable in our regressions does not affect our results, with the exception of the
response of conditional volatility to the incidence of a decision, where we find
a reduction for change decisions and an increase for the broader measure. We
suspect that this relates to the uncertainty about the timing of the next move
and should vanish at longer maturities.
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of their announcements lowers it. The release of the minutes, just
like the release of the Inflation Report, also leads to a reduction in
conditional volatility. Finally, the effect of speeches is different, as
these communications tend to heighten conditional volatility. How-
ever, this finding is plausible, given that in contrast to all other com-
munications, speeches are made on individual accounts and therefore
do not necessarily represent the MPC consensus view. These dif-
ferences between committee communication on the one hand and
speeches and interviews on the other have already been highlighted
by Reinhart and Sack (2006) and Reeves and Sawicki (2007). Inter-
estingly, the magnitude of the responses to other forms of Bank of
England communication does not depend on the time elapsed since
the last Inflation Report. This suggests that due to their immedi-
ate relevance for the future path of interest rates, these signals are
always considered an important piece of information, regardless of
the freshness of other central bank communication.

Second, table 7 reports the estimated coefficients in a model
including U.S. macro releases. The overall picture is confirmed:
some, albeit little, evidence that the price response to news becomes
larger with further distance from the previous Inflation Report, and
strong evidence that the announcements reduce conditional volatil-
ity and that, as central bank communication becomes stale, this
effect becomes more pronounced, while market volatility as such
increases.'* Importantly, the volatility increase with the time elapsed
since the last Inflation Report is estimated to be two to three times
as large as in table 4. This clearly shows that controlling for the
volatility reduction of additional news has substantial effects on this
parameter estimate.

Third, Inflation Reports are not the only type of news that is
released at a quarterly schedule. GDP announcements, for instance,
also are made quarterly. If these were to coincide roughly with
the Inflation Report releases, our results might be driven by either
central bank communication or the information content of GDP
releases becoming stale. Although we believe that for short-term

14%We refrain from also including the absolute surprise component and its inter-
action with the elapsed time in this model, as estimating an EGARCH model of
this size would not be feasible.
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interest rates, monetary policy communications should be a domi-
nant news source, compared with, e.g., GDP releases, it is impor-
tant to exclude other possibilities. With regard to GDP, the average
release is made with a forty-five calendar-day distance to the clos-
est Inflation Report, i.e., pretty much exactly halfway between two
reports. The same number is obtained for the releases of current
account data, since these are usually published on the same day as
GDP. In the case of GDP announcements, we would furthermore
argue that their schedule is actually monthly, not quarterly, given
that each month one news release of preliminary, provisional, and
final data is made. Another source of news that might be correlated
with Inflation Reports is the Bank of England’s interest rate changes,
which are known to be more frequent in Inflation Report months
(King 2007). Indeed, we find that eighteen interest rate changes
in our sample are made in Inflation Report months, and eighteen
in the other two months, which appears like a non-random distri-
bution. However, our sample contains forty-six Inflation Reports,
i.e., a majority without an accompanying interest rate change. To
ensure that we do indeed identify Inflation Report effects, we have
included corresponding “time-elapsed” variables for GDP and cur-
rent account announcements as well as for interest rate changes.
Neither of the included variables changes our results qualitatively,
supporting the robustness of our findings.

Fourth, with respect to the functional form of the time-elapsed
variable, we have assumed a proportional increase in volatility
with every additional day distance to the last Inflation Report. To
control for possible non-linearity in this effect—i.e., a dispropor-
tional increase of conditional volatility—we use a quadratic trend
as a substitute for the linear form of the variable. The coeffi-
cients of the quadratic time-elapsed variable are similarly significant
throughout the maturities. This suggests that the volatility effects
of stale central bank communication increase in a non-linear fash-
ion the more time has elapsed, such that our linear specification
might provide us with a lower bound of its relevance. However, it
is important to note that the fit of the model remains basically
unaltered.

Fifth, the incidents of the 2007-10 global financial crisis might
have affected UK government bond yields. In order to ensure that
the findings are not driven by the developments of 2007 and 2008,
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we shortened the sample period from March 1997 to the end of 2006.
The results of this shortened sample are again qualitatively robust.'®

Finally, it is worthwhile testing whether the patterns identified
in this paper relate only to central bank communications or apply
more generally. To test hypotheses 3-5 put forward in section 2.1,
it is important to have available news that arrive at different fre-
quencies (like the quarterly frequency of the Inflation Report and
the monthly frequency of the macro announcements). With news
that are released at the same frequency, it is only possible to test
hypothesis 3, i.e., whether conditional volatility increases with the
time that has elapsed since the last news update. Table 8 reports
the results of a corresponding experiment, namely the test whether
market volatility is (additionally) increasing in the time window in
between the release of inflation data. As a matter of fact, there is
very clear evidence that hypothesis 3 holds not only for the central
bank communication but also for these macro releases.

4. Conclusions

The pricing processes in financial markets are, despite an extensive
literature, still not well understood. This paper argues that the reac-
tion of financial markets to news cannot be studied in isolation, as
there can be important interdependencies: one piece of news not
only has direct effects on asset prices and market volatility, but it
can also alter the relative importance of other pieces of news.

We have put this hypothesis to an empirical test for the specific
example of the reaction of UK short-term interest rates to the Bank
of England’s Inflation Report and to macroeconomic announcements
on the one hand, and to the interrelationship between the two on
the other hand. Due to the quarterly frequency at which the Bank of
England releases one of its main publications, it cannot be excluded
that it becomes stale over time. In the course of this aging process,
market volatility should increase. At the same time, in the presence
of heightened uncertainty, other pieces of information should become
more newsworthy and therefore receive more attention in financial
markets.

5The results of the robustness checks are not displayed in the paper but are
available from the authors upon request.



47

News Content of Macroeconomic Announcements

Vol. 8 No. 3

(panuyuoo)
posdery
OUWILT, YI «
JuotAordurou
0r10°0 ¢00°0 G000 L00°0— | 500°0 ¥00°0— | £00°0 +G00°0— N
posdely oIy, YI
0100 G00°0— | 900°0 000°0 G00°0 G000 7000 G00°0 % SO[ES [I®19Y 3N
posdery oLy,
6600 2000— | @ro'o0 00070 800°0 800°0 900°0 «¥10°0 dl « INd 3N
posdery swtT,
700 #xL60°0 £L00°0 ##xGG0°0 900°0 #x+610°0 900°0 #x710°0 dl « IdD 3N
oouereyq
G00°0 100°0— | G00°0 ¥00°0— | @000 «¥00°0— | G00°0 100°0— OPRLL M
juowAorduou )
700°0 €00°0— | @000 ¢000— | @000 ¢000— | 1000 100°0— N
£§00°0 #x810°0 G000 wxx7 1070 1000 #+x900°0 roo-o #xx700°0 SO[eS [BI9Y 3N
L00°0 #xx610°0 700°0 #xx600°0 £00°0 xx900°0 G00°0 €000 INd 30
7000 #xx960°0 §00°0 w1070 G00°0 ##x600°0 G00°0 «¥00°0 IdO XN
LOLLTT piclde) LOLLST piclelg) LOLLST piclde) LOLLIT piclde)
PIS ‘P1S ‘PIS PIS
SYJUOTA SA[OM T, SYJUOIA XIS SYJUOIA] 99aYT, SY[JUOTA] OM T,

I1dD Surpedaid pue jiodoy
uorjeguy SUIpsdaid ay) 07 9dUR)SI(J :SP[RIA UO SJUSWLDIUNOUUY JO 199HH 9], ‘8 °[qelL




September 2012

International Journal of Central Banking

48

(panuyuoo)

posderr] awrL],
AT (Amwm)

rre 0 e 0 9860 £G6E°0— | BLE0 | ws¥COT— | G870 | wxnlOTT— IdD M0
(Aurwm(y)
ooueeyq
090°0 ¢00°0 190°0 8¢0°0 @90°0 700°0 990°0 910°0— OPedL, M
(Aurm(q)
yuowrAodurou )
GLO0 ¥90°0— | 7600 «=x616°0— | 60170 «x199°0— | F0T°0 #xx0CL°0— MN
(Awrwm(y)
£80°0 «=+GO61°0— | £80°0 «=x066°0— | J80°0 «=x869°0— | 080°0 #8890~ SoreS [fe19Yy 3N
(Aurm(q)
(Aurwm(y)
8600 8€00— | &I1°0 L20°0 rero €50°0— | &71°0 6630~ IdO MN
UOYDNDA 9IUDIUIDA
1580010
060°0 +x090°0 GI0°0 810°0 alo 0 ¢00°0 600°0 ¢10°0 uonyegul 4l v
000 €00°0— | @000 ¢00'0— | 100°0 0000 100°0 0000 posdey awiy, 14D
c00°0 100°0 ¢00°0 100°0 100°0 1000 100°0 T100°0— posdery owr], YI
poesdery swtT,
I 4 ooue[eg
L00°0 T10°0— | 900°0 200°0— | 900°0 900°0— | 900°0 900°0— opeI, MN

LOLLE] piclely)
P1S

LOLLE] piclilg
P1S

LOLLET piclilg
P1S

LOLLE] piclig
P1S

SYJUOTA] SA[OMT,

SYJUOIA[ XIS

SYJUOIA] 99aY T,

SYJUOTA] OM T,

(penurjuo)) g SIqEL




49

News Content of Macroeconomic Announcements

Vol. 8 No. 3

‘¥ 91qe} 998 »EOMpﬁOEmUQQm [epouwr ay} 104
"AToA1300dsol ‘[oAd] % 0T PUR ‘%G ‘YT 873} 38 90UROYIUIIS [ROIISIJRIS 9JROIPUL , PUR ‘. ‘., "SIOIId PIRPUR)S 87} 9j0ULD SOI[R}I Ul SIOqUINN “B}RpP
1dD 1s93e[ 93 JO aseafad o) 2ouls pasde[d sey jey) oW} oY} JO 309JJd 9]} I0J S[OIJUO0D [9POW OLIJOWOUO0Dd 9Y) ‘drowIaynyg ‘j1odsy uolyeguy
Burpeoeaad oY) Jo aseslal 9y souls pasde[s suil} 9y} uo Juipuadep pue [RIoUSS Ul }10dey UOIIRYPU] SYJ JO 9SBI[LI 9} PUR SJULWLOUNIOUUR IIWOU
-000010'W 09 SPAIA W0dN02-019Z 3[[) JO JUSIOLYJOOD UOIOLBAI 91} ‘(SUMWN[OD SNOLIRA 97} UI) SOIILINJRUI JUDIDHIP 9} I0J ‘SMOYS d[qe) oY, :S930N

(A ()
§60°0 «x96€°0— | 0610 wxxLGL°0— | 80170 wxxV20T— | TTIT°0 oV VT T— }10doy uoryeyuy
0850°0 wxxL9T°0 860°0 —-al) 960°0 #xxGLC°0 Lé0°0 —ral] pasdery owiL, 1dD
LI0°0 G00°0— | &I0°0 #xE€70°0 LI0°0 #xx970°0 910°0 ##x880°0 posdey owy, Y[
posdery oLy,
I 4 (Awrwm(y)
oouerey
G810 680°0 8660 ¥00°0— | I9¢°0 61¢°0— | G6¢°0 wrxll9°0— OPRIL M
posde[r] ewr],
I 4 (Aurwm(y)
juowrAorduou )
L7 0 ¥ee'0— | 66670 9770 9LG 0 #xx0TL°0 GLe 0 wxxL92°0 AN
posde[r] ewr],
AT (Lrwm )
£6g’'0 «=3S7°0— | £9¢°0 w7990~ | 37370 «G6V'0— | L& 0 L1V 0— SIS eIy M
posdery oLy,
I 5 (Awrwm(y)
16G°0 ¥L¢0 .60 G8T°0— | 5960 L6¢°0— | L8G0 LE€0— INd 3N
u01DNbI 22UDLIDA
LOLLTT piclelg) LOLLIT piclde) LOLLST piclde) LOLLTT piclelg)
PIS P1S P1S P1S

SYJUOIA] SA[OM T,

SUIUOIN XIS

SYJUOTA] 924Y T,

SYJUOIA] OM T,

(penurjuo)) g SIqEL




50 International Journal of Central Banking September 2012

The empirical evidence supports these hypotheses. Macroeco-
nomic announcements and the release of the Inflation Report lead to
a reduction in market volatility, especially when controlling for their
surprise component. While the increase in market volatility over the
time window between two Inflation Reports is statistically signifi-
cant but small in magnitude, the reactions to macroeconomic news
are dependent on the freshness of central bank communication: the
volatility reduction of an announcement towards the end of the time
window can be more than three times as large as for an announce-
ment at the beginning of the time window, and the response coeffi-
cient in the mean equation is also substantially elevated once central
bank communication has become stale.

These findings have a number of important implications. They
affect the benchmark against which a given market reaction to a
macroeconomic release is to be judged: it is the typical reaction
conditional on the freshness of central bank communication that
constitutes the appropriate benchmark. Also, these findings suggest
that even if there is only a small or an insignificant response to
news on average, its magnitude can easily be larger if other infor-
mation is relatively noisy or, more generally, if agents’ expectations
are relatively imprecise. Rather, muted responsiveness can very well
arise if the information contained in another source (that could have
entered the information set already at an earlier stage) is sufficiently
precise to dominate the new signal. Finally, the patterns are found
to hold more generally, not only for Inflation Reports but also for the
releases of inflation data. While we have used a specific example as
a testing case, the overall hypothesis should apply equally to other
financial markets and other news. We leave further tests for future
research.
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