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Interest Rates: Expectatlons

In xhls the flrst of two articles dis-
cussing the recent behavior of in-
terest rates and the means of fore-
casting them, we analyzethetheory
that the “real” rate of interest is
constant. This theory is based upon
the idea that nominal interest rates
may be usefully represented by the
sum of two terms—the real rate of
interest (the rate of return on the
security in terms of goods and sery-.
~ ices) and the expected rate of infla-
tion, N

- Part ofthe equrpment ava:iable to

-any interest-rate forecaster is a va-
- yields'on all riskiess securities are -
- identical. Thezoothplck is the idea - -
that the real rate of interest is con-"

““stant, 50 that nominal I yieldsreflect -
~only very efficient forecasts of the " .
-future rate of mﬂanon To'readers™
~“familiar with the various factors /.
"alleged to affect interest rates in>
~weekly néwsletters of sophzs!lcated_

riety of estimated statistical equa-
* tions. With interest rates, there are .

~.two dominant relatronshlps of this .-

-sort. From the recession trough’in
" early 1975 until the’ beglnnmg of

1977, the constant- -real-rate thesis .

~was a more successfu! forecaster -

_: than analternativé | money- -demand -
~-approach which will be discussed in -
- ‘the second article. This year, how-

" ever, neither approach has met
with success, Those in the ecanom-
. icforecasting trade will not be sur-
~ prised, because educated judgment
has usually proved a better fore-
casting tool than quantitative mod-
els over periods as long as 3-6
months. However, these models do
provide insight into the average
relatlonshlps among key variables,
and when they fail to work it is
useful to ask why.

The constant-real-rate approach is
basically the result of the hypothe-
sis that interest rates are essentially
efficient forecasts of futu re rates of

inflation. This notion s supported
by a pillar and a toothpick. The
sturdy pillar s the notion that mar-
ket participants jointly establish a

level of current interest rates that

leaves no room for arbitrage profit,
based upon efficient forecasts of
the determinants of future interest
rates. In other words, market inter-
est rates reflect two phenomena:

(1) the forecasting skill of market .

' participants, (2) the ease with which

they may immediately subsntute
-assets for gne another and alter -

-savings and inv estment decisions 50 .-

‘that the time patterns of expected

financial-market participants, this
latter proposmon reqmres a Ieap of
falth T .

Forecasts’ |mpact on rates
Securities are constantly traded
and prices reflecting their current
values are readily available to mar-
ket participants. Such markets are - .
called auction markets. Despite ex-
tensive reseach, economists have
never been able to find an auction
market that predictably presents an
opportunity to make a trading prof-
it; thatis, to make more than {or .
less than) the prevailing average

“return on alternative investments,
The key word is predrctable '

(commued on page.l’}
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- “Above- norrna! proflts do occur but
. they could not have been pred:cted ;

. ahead oft|me

: tn partrcular:hke assets tend to ear_n

‘equal returns. This leads to the

- - interesting conclusion that current -
- Interest rates'on essentially.riskless
- (default free) assets; such as short-

_ term Treasur ry securities; are basi- .
' caIIy affected by forécasts of futu re

‘interest rates 'on the same securlty .

- To'see why, suppose that some:

» force, such as- rncreased Treasury
: borrowmg, will i increase the supply
- of these short-term secrities six -
“months from today: Other market
participants will then anticipate the

“increased Treasury activity and will

adjust their behawor to take advan-.
tage of the new situation. Borrow- -

~ers will be anxious to obtain long-
term credit now, in view of the
relatively light current Treasu ry de-

mand, but lenders will be hesitant

to save, knowmg future rates w:II be
h:gher

The combmatlon of mcreased sup-
plies of long-term securities today
as barrowers avoid the higher inter-
est costs they anticipate in six
months’ time, and temporarily de-
creased lending as savers atternpt to
position themselves to earn higher
rates in the future, will put upward
pressure on current interest rates.
From the credit standpoint, both
the higher current demand and the
lower current supply will work to
raise interest rates now, in anticipa-
tion of higher rates in six months’
time. [f we assume that all suppliers
and users of credit are profit maxi-
mizers or interest-cost minimizers,
how much would the current rate
rise? On balance, it would tend to

2

- The mterest
" to the problern of determmmg the’
- effect of 2 an early freeze that re- -
" duces'the future supply of oranges." .
Coin th|s latter case, holders’ oforange -
- inventories wc“ not be willing to sell ™
* untif the’ present price of oranges
. rises enough to make selling -
- oranges niow and’ storing them for
- later sale equally profitable propo-
- sitions; in’ other waords, the currént |
.- price of oranges must rise to the . . .
- point where' storage'is no Ionger an °
" attractive option. Since the storage _
- cost of financial assets is negligible, -
the cost of buymg money now for
“future use must be the same as the
~. price people expect to pay in the

" rise to the same IeveI as the rate _ '
. _antrmpated in six months time,

-rate prob!em is s|m:iar

future for the same money, Given’
our basic assumption about the
psycho!ogy of market participants,
the rate of return on present short-

- term securities, ‘measured in terms

of pu rchas:ng power, would be

. identical to the expected future’

return on these rates. As a result, in
markets dominated by profit maxi-
mizers, an anticipation of higher
future rates would tend to be re-
flected in higher present rates.

Non-profit maximizers

But interest rates may be affected
by the fact that there is at least one
important market participant, the
Federal Reserve, that is not a profit
maximizer. Suppose, for example,
that the Federal Reserve, in the
course of carrying out its monetary-
policy responsibilities, decides that
interest rates should be higher this
maonth and lower next month. To
bring this cutcome to pass, the Fed
would rapidly reduce its portion of
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. the suppiy"o't’:eredi't’ .inducing intfes-_. '

tors who need funds to bid up .

. interest rates in the ensuing scram-
B ble for'cash: A-month Iater, the Fed'__f_ :
;. would rapidly expand the supply of -

. money available and surprlsed in-
vestors would get thetr_funds

S The scenarto m:ght have a famtllar _

" _ring 16 those who read the weekly .
: pubhcatlons of Fed-watchers. Blita

key aspect of the'scenaria requ:res E

a major leap of faith all its own: In -

- order for the ¢entral bank to exert:
such dramatic effects upon mterest_-. -
rates, the Fed’s plans to raise rates .
. this month and lower them the next -

- would have to come as a surprise to

other market participants, Other-
wise borrowers would have waited
amonth and lenders would have

jumped in the first month, bringing -

rates in the two months into equali-
ty and blocking the Fed’s policy =

actions. For the Fed to affect inter-

est rates on its own, pﬁvate o
financial-market participants must
find it difficult to predict the Fed’s
intentions or expensive to adjust.
their own borrowing and lending
intentions. Those who accept the
constant-real-rate approach to -
interest-rate determination reject
one or both of these two proposi-

tions, since otherwise the Fed could

alter the real rate of interest.

What does affect rates?

What then makes interest rates
change, if we assume that market
participants are sufficiently
nimble—or alternatively that the
Government’s financial agents are
sufficiently predictable—so that in-
terest rates are unaffected by any
individual market participant?

3

" wide change in the value of thé

_means of repayment of.the debf

: money} Accordlng to the constant-

_ _Whatever the reasons, a quarters
century’s run of data suggests that™

quite to the surprise of the devo-

There are two p055|ble answers
~ There must either be an economy-

capltal being purchased th rough’
borrowmg (@ change in the Teal
- return on jnvestment) ora change
in the expected value of the futgre’

cettlflcate (a change in‘the value of s

“redl-rate approach the first hy-"'
pothems can be d:sregarded be-
. cause changes in the capital stock
“are’either too small or too unpre-
dlctable to affect rates. Thus, .
- "changes in inflation expectations
‘alone determine the patterns. of
interest rates. ... :

" the market has done a good job, if .
‘we assume that the sole factor de-
termining interest rates on riskless -
securities has been the estimate of
the relevant rate of inflation. (For .
example, the interest rate on 90-119
day prime commercial paper rep-
resents the market’s best guess of .
the direction of consumer prices in .~
the ensuing three-month period.):
in other words, highly trained * ..~
economists have met with remarka-

bly little success trying to find bet-

ter forecasts of the rate of inflation

than the one contained in the gomg -
rate of interest.
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As the chart shows, this was true
until the beginning of this year. In
1977, however, the real return has.
become substantially negative,
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tees of this theory.This suggests that
we should consider an alternative
approach, the money-demand ap-
proach, as we shall do next week.
Kurt Dew
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