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Abstract

We study the interbank markets for overnight loans of the major industrial countries, link-

ing the behavior of short-term interest rates to the operating procedures of these countries�
central banks. We find that many of the key behavioral features of US federal funds rates,

on which previous studies have focused, are not robust to changes in institutional details,

along both cross-sectional and time-series dimensions of the data. Our results indicate that

central banks� operating procedures and intervention styles play a crucial role in shaping em-
pirical features of short-term interest rates� day to-to-day behavior in industrial countries.
� 2003 Elsevier B.V. All rights reserved.
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1. Introduction

The interbank market for unsecured overnight loans is the channel of implemen-

tation of monetary policy and the anchor for the term structure of interest rates in

the world�s largest financial markets. A considerable amount of research has focused

on the behavior of this market, aiming to assess its efficiency in fostering banks� op-
timal liquidity management and the scope for monetary authorities to manipulate

interest rates at high frequency. Empirical studies have focused on high-frequency
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patterns in the behavior of interbank interest rates, such as their tendency to be tight

on reserve-settlement days and after holidays and week-ends, soft before weekends,

and increasingly volatile towards the end of reserve-holding periods (Campbell,

1987; Barrett et al., 1988; Lasser, 1992; Rudebusch, 1995; Roberds et al., 1996; Ham-

ilton, 1996; Balduzzi et al., 1997).
These patterns are relevant for financial analysis because they deny empirical va-

lidity to the prediction that short-term interest rates should display no systematic

pattern of change within each reserve-holding period. Since such a ‘‘martingale’’

property should be satisfied in a frictionless market with average reserve require-

ments, statistically significant periodic patterns suggests an important role for fric-

tions such as fixed or transaction costs (Kopecky and Tucker, 1993; Hamilton,

1996; Clouse and Dow, 1999; Bartolini et al., 2001), credit-line arrangements (Ham-

ilton, 1996), bid–ask spreads (Spindt and Hoffmeister, 1988; Hamilton, 1996), or all-
encompassing �liquidity benefits� yielded by reserves (Campbell, 1987; Hayashi,

2001). From the policy viewpoint, the same patterns are relevant because they doc-

ument scope for central banks to manipulate interest rates at high frequency by con-

trolling the liquidity of the reserve market (Hamilton, 1996; Hayashi, 2001), and give

insight on the relative effectiveness of the tools central banks use to keep rates close

to target (including reserve requirements, various forms of open-market interven-

tion, and standing facilities; see the studies in BIS, 1997, for extensive discussion).

Until now, however, empirical work on interbank markets has focused mainly on
data from the US. Evidence from other countries is scattered and hard to compare,

due to cross-country differences in methodology and data. As a result, received wis-

dom on the behavior of interbank markets consists of facts and explanations which

may or may not be robust to changes in sample and institutional regime. Aiming to

fill part of this gap, in this paper we offer a comprehensive analysis of the empirical

behavior of very-short-term interest rates in the main industrial countries. Our goal

is to provide a more solid basis for future work on interbank reserve markets by dis-

tilling a set of lessons on the general behavior of short-term interest rates.
The study documents that many of the empirical features emphasized by previous

research are not robust to changes in institutional environment and/or style of cen-

tral bank intervention. For financial market researchers, this finding implies that

future research may benefit from focusing on the role of institutional details and

central bank operating procedures in shaping the behavior of interbank markets.

For policy-makers, the implication is that the behavioral features of interbank mar-

kets need not be taken as given, but can be expected to respond readily and predict-

ably to changes in institutional arrangements.
The core of our study is a detailed analysis of the daily behavior of overnight

interbank rates in the largest industrial countries over a period of about 16 years.

This sample offers considerable variability in regimes originating, in time series, from

the institutional reforms implemented in some of our sample countries and, in cross-

section, from the coexistence of environments as diverse as those of Canada and the

UK – which assign no role to periodic reserve requirements – and those of Italy,

Germany, and the Euro zone – which have relied significantly on reserve require-

ments to manage liquidity and stabilize interest rates.
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