WILEY-
BLACKWELL

American Finance Association

The Behavior of U.S. Short-Term Interest Rates Since October, 1979: Discussion

Author(s): Roger Craine

Source: The Journal of Finance, Vol. 39, No. 3, Papers and Proceedings, Forty-Second Annual
Meeting, American Finance Association, San Francisco, CA, December 28-30, 1983 (Tul., 1984),
pp. 682-683

Published by: Blackwell Publishing for the American Finance Association

Stable URL: http://www.jstor.org/stable/2327926

Accessed: 27/11/2009 07:44

Y our use of the JSTOR archive indicates your acceptance of JISTOR's Terms and Conditions of Use, available at
http://www.jstor.org/page/info/about/policies/terms.jsp. JSTOR's Terms and Conditions of Use provides, in part, that unless
you have obtained prior permission, you may not download an entire issue of ajournal or multiple copies of articles, and you
may use content in the JSTOR archive only for your personal, non-commercial use.

Please contact the publisher regarding any further use of this work. Publisher contact information may be obtained at
http://www.jstor.org/action/showPublisher?publisherCode=black.

Each copy of any part of a JSTOR transmission must contain the same copyright notice that appears on the screen or printed
page of such transmission.

JSTOR is anot-for-profit service that helps scholars, researchers, and students discover, use, and build upon awide range of
content in atrusted digital archive. We use information technology and tools to increase productivity and facilitate new forms
of scholarship. For more information about JSTOR, please contact support@jstor.org.

Blackwel| Publishing and American Finance Association are collaborating with JSTOR to digitize, preserve
and extend access to The Journal of Finance.

http://www.jstor.org


http://www.jstor.org/stable/2327926?origin=JSTOR-pdf
http://www.jstor.org/page/info/about/policies/terms.jsp
http://www.jstor.org/action/showPublisher?publisherCode=black

682 The Journal of Finance

Macroeconomics, Prices and Quantities: Essay in Memory of Arthur M. Okun. Washington: The
Brookings Institution, 1983.

Sims, Christopher A. “Macroeconomics and Reality.” Econometrica 48 (January, 1980a), 1-48.

Sims, Christopher A. “Comparison of Interwar and Postwar Business Cycles: Monetarism Reconsid-
ered.” American Economic Review 70 (May, 1980b), 250-257.

Sims, Christopher A. “Policy Analysis with Econometric Models.” Brookings Papers on Economic
Activity (No. 1, 1982), 107-152.

DISCUSSION

ROGER CRAINE* The Clarida-Friedman paper asks an interesting and impor-
tant question—are interest rates too high? or should I buy bonds on margin?
The answer they get is yes interest rates are too high, but they’re not quite sure
why, so don’t use a margin account.

Causal empirical evidence indicates interest rates are high by historical stan-
dards. Clarida and Friedman point out that the nominal and real average 90 day
Treasury bill discount rates in the eighties exceeded the highest rates for the
previous 26 years. Clearly current rates don’t line up with historical values; but
are they out of line given current economic conditions?

Clarida and Friedman use a six element vector autoregressive model to try to
determine if interest rates are too high given the historical values of other
economic variables like income, money, prices, etc. that presumably are correlated
with rates.

They estimate the model through the third quarter of *79 and forecast through
the middle of ’83 using no post sample information. The forecast root mean
squared error (RMSE) is large, 2.4%, and the model underpredicts by an average
of 62 basic points.

The question is why? Let equation (1) represent the estimated model,

B(L)z: = u, (1)

then, the forecast errors stem from three potential sources: (1) other elements of
the z vector, like deficits and money growth, deviated from their historical norms
and since interest rates are correlated with these variables interest rates deviated
from their norm, or (2) the omitted effects summarized in the error vector u
became more volatile so the system is “noisier” but the underprediction is
insignificant, or (3) the structure changed or was misspecified so the sample
dynamic correlation (B(L)) is invalid in the post-sample period.

I would like to see some evidence on which of the three sources seemed most
responsible for the forecasting breakdown. A dynamic simulation of the interest
rate equation conditional on the realization of remaining elements of z gives
some indication of source (1). A dynamic simulation of the vector system
conditional on lagged values gives a (poor but qualitative) indicator of source (2).
Finally the (RMSE) from alternative forecasting specifications, such as a random
walk, that do not rely on sample period dynamic correlations given an indicator
of source (3).

Clarida and Friedman instead use a Kalman filtering technique to incorporate

* Associate Professor of Economics University of California at Berkeley.
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post-sample information in the interest rate forecasts from a single variable or a
linear combination of variables. They find the biggest improvement comes from
the combination of real money and real income. Their technique was not designed
to answer which of the three sources was most important, and it convolutes the
effects. However, any post-sample information given the population parameters
reduces the RMSE of the forecast, unless the structure changes. It seems clear
from their results that given the sample period correlations more information is
not necessarily better than less, and linear combinations do better than unre-
stricted entires.

I interpret this as loose evidence of a different post-sample parametric struc-
ture. Interest rates seem too high given the sample period relationships, but the
world may have changed so be careful.
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