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THE ROLE OF EXPECTATIONS IN INTEREST-RATE
DETERMINATION

By Filomena M. Cantoria*

The purpose of this paper is to understand the role of expectations in the
ilolermination of interest rates in the Philippines. The study focused on the inte-
. Inil rates of Philippine Treasury Bills from 1970 to 1980, The results show that
[ho market makes forecast of the future levels of interest rates and that the
. Iarket participants revise these expectations in a manner consistent with the
Wiror-learning behavior. The changes in expectations as measured by the forward
. Ihlos are a positive function of the forecasting errors. However, the forward rates
e biased estimates of future rates, due to the presence of a liquidity premium
il longer-term maturities. This makes the Treasury bills of varying maturities
onsubstitutable with each other,

The factors that determine interest rates are the demand and supply of
Ipanable funds, and inflation. The variables that measure these factors found
Ith significant contribution in explaining the behavior of Treasury Bill Rates
i0, outstanding securities of the national government, outstanding securities
I monetary authorities (Central Bank Certificate of Indebtedness), balance
I pnyments, stock price index, U.S. discount rate, deraand deposits and their
Inover rates, and Consumer Price Index,

The equations developed explain the levels of Treasury Bill rates, with

jih degree of significance, but display also positive serial correlation, As a con-
Wij\ence, the predictive power suffers from this limitation, However, the close
. lutionship between the estimates for 1980 and 1981 using the regression co-
Mficients of the equations and the forward rates implied by the term structure
nnot be ignored,

1. Introduction

This study seeks to understand the role of expectations in the
lormination of interest rates in the Philippines. An understanding
il their determination in the financial market can give useful insights
|ii|i: policymakers in connection with the adoption of interest-rate
ulicies which are consistent with the short- and long-term objectives
sconomic development. The public, likewise, can gain a sharper
Wus on how best to maximize its position as a saver/investor, or
Il user/borrower. The continuing studies conducted in this area |

*Philippine National Bank Professor of Business Administration. This
\ior Is based on the author’s D.B.A. dissertation submitted to the University of
il 'hilippines, College of Business Administration in March 1984,
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toward understanding the behavior of interest rates in the Uni
States and other countries attest to the importance of such knowl
edge gained. While some research studies investigate issues relatotl
with interest rate determination, others address the effects of interui
rate on the economy.

Several theories have been advanced in various term struct
studies to explain interest-rate behavior over increasingly long
maturities. The most widely tested is the Expectations Hypothes
in its pure and modified versions. Under this theory, long-term ratej
are the ‘“‘average’ of the current rate and a host of forward shorli
term rates, each renewing the instrument at the end of the ter
The Philippine data on interest rate are analyzed to establish if, i\
fact, expectations play a role in interest-rate determination.

We have chosen to focus on short-term interest rates, with { 0
specific objective of observing their behavior and the role of expecis
ations in their determination.

|

In this connection, it is useful to remember that there is -“
single short-term interest rate. Rather, there is a host of interest ra -""
depending upon the quality and maturity of the instruments, a (
nuances surrounding the issues. With every borrower goes a different
perception of the exposure to the risk of non-payment. Likewise, di )
ferent lenders have unique cost structures and varying objectiv "“.
hence some may agree to earn lower rates, while others demand
higher. Other features of the instrument change the risk characteris
tic of the loan, thus affecting the interest rate. Even with this obs -...!'_
vation of the existence of a variety of interest rates in the short-term
money market, there is a general tendency to think of interest ratey

rates on government issues such as Treasury Bills and Central Bank
Certificates of Indebtedness.

For this reason, we chose to study the interest rates on Treas b
Bills. Data on the issue rates of treasury bills are available on a comi
parative and sustained basis during the period covered by this stud' ;

Monday at the Central Bank all year round. The rates on treasury
bills are ideal for use in testing the expectations hypotheses. Basitu
ally a homogenous instrument, there is no risk of non-payment sinel
these are issues of the National Government. A liquidity mechanism
is provided by the government securities dealers in a fairly well
developed secondary market, and the eventual retirement is guaraq
teed by the Central Bank. Hence, any differences observed in the
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Inlerest rates for the varying maturities are attributed solely to the
Llifferences in maturity.

2. Short-term Interest Rates in the Philippines

Up until the partial decontrol in 1981, interest rates in the Phil-
Appines have always been controlled. Rates paid on deposits were set
¥ Lhe Central Bank of the Philippines,’ and these differed from one
lype of financial intermediary to another, depending upon the per-
{ption of policymakers for the need to influence the flow of funds
‘Within the financial system. Hence, the savings deposit rate paid by
i lrift banks was set, at one time, at a level higher than that paid by
‘mnunercial banks. Lending rates were likewise controlled with
Aihwolute ceilings set by law. The legal ceilings allowed 14% per
finum on unsecured loans, 12% on loans secured by real estate, and
lopal rate of 6% for contracts where no interest rate was set.? How-
o, when the cost of money was higher, or when the lenders felt a

pneral tightness of money, such ceilings were circumvented through
Il Viriety of practices.

The mid-1960s saw the emergence of the money market with
¢ introduction of Treasury Bills. The truly short-term funds could
Wpw be borrowed or placed at market interest rates through the sale
¢ purchase of high-grade commercial papers and government securi-

o mid-1960s of Treasury Bills with short maturities. The market

won developed for the sourcing of short-term funds by large corp-
\Wntions through the sale of commercial papers. Many investors
\ oved in to take advantage of the rates which were higher than what
lin banks were legally allowed to pay on deposits. With the relative
pr of raising funds through this market, more and more private
Biporate issues became available.

'"The Central Bank of the Philippines was created in 1949, under Republic
il No. 265, “to administer the monetary, banking and credit system of the Re-

!Provisions of Usury Law (Act No. 2655), as amended. The power to fix
lorest rates has been given to the Monetary Board of the Central Bank, subse-
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Treasury bills with 91-day maturity were first issued in 196
Since then, several other bills, with maturities ranging from 35 da)
to 364 days, have been introduced. These are instruments issued I
the National Treasury of the Republic. They are auctioned off by {
Central Bank, as fiscal agents, every Monday.

Government securities had increased tremendously in |
1970s. But only a little over 8% of all government securities 0
standing is accounted for by Treasury Bills. Pertinent details i
shown in Table 1.

Table 1 — Outstanding Government Securities
(1970-1980, in Million Pesos)

National Government 1970 1975
Treasury Notes 1,308 3,589
Treasury Bills 582 1,869
Treasury Bonds = 3,183
Others 1,538 2,280

Sub-Total 3,428 10,921

Government Corporations
DBP 1,206 792
Land Bank 6 192
Others 521 551

Sub-Total 1,733 1,535

Monetary Authorities
CBCI 68 7,111

Total 5,233 19,567

Source: Central Bank Statistical Bulletin, A Statistical Appendix to the Cli |
nual Report, published by the Department of Economic Research, Cajl
Bank of the Philippines, 1970-1980,

i

The average rates on all maturities of the Treasury Bills hi
shown a dependence on maturity. Bills with longer maturities wi
issued at higher rates. The yield curve covering the decade of !
1970s is upward-sloping but it increases at a decreasing mtﬂ
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fi
hown in Figure 1 the yield curve for the second half is lower, and
|h|'|v range narrower compared with the whole decade.

The rates for the different maturities behave almost in a syn-
lironous manner with the rates on the longest maturities of 364
Ihys showing greater variability, as can be seen in Figure 2.

3. The Framework of the Study

It is generally agreed that expectations of the future course of

terest rates are an important influence on term structure. Contro-
Wiy arises however as to whether there are other important factors.
Ihe Unbiased Expectations theory was first formulated by Irving
wher (1896) and further developed by Lutz (1941). The theory
tes that the long-term rate is an unbiased “average” of the cur-
Wil short-term rate and future short-term rates expected to prevail
Wer the long-term obligation. Implied in the term structure is a set
forward rates; thus, the current rate for a 3-period loan is equi-
'lint to the actual current rate for a one-period loan and a series of
Mo period forward rates at each renewal for two successive periods.
howe forward rates are also the expected future rates upon renewal.
loring transaction costs, securities of different maturities would be
Mifoct substitutes for one another. Meiselman (1962) offered arbi-
i support for the equality of forward rates and expected rates.
litket speculators will exploit profit opportunities and drive the
I. urd rates and expected future rates together. Implied by the
llory is a highly efficient market where all relevant information is
Worporated in the expectations about the future course of interest
i, Once expectations adjust to the new information, security
{ios for various maturities fluctuate randomly. Forward rates
Iilated from these prices would also fluctuate. Only new infor-
lllon will cause prices to change in one direction or the other, and
i thange tends to be extremely rapid.

A rival theory proposes a modification of the unbiased expecta-
hypothesis. J. R. Hicks {1946) analyzed the term structure as a
lhot for funds similar to the futures market for commodities. He
Ml that a premium must be offered to induce risk-averse in-
lure to purchase long-term securities. Forward rates would be
Wi cstimates of future interest rates, exceeding them by the
Mint of the risk, or liquidity premium. Because of the greater risk
Wilnted with longer maturity, such premium, referred to as the
Hiksinn liquidity premium,” is over and above the average of the
Wil short rate and expected future short rates. This risk premium
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was seen to increase with the length of maturity. Further, the ik
related with changes in the rates over the long term, resulting in pu
sible loss of principal, was seen to be inversely related to the
levels.

Another theory, called the Market Segmentation theory, impli
that the rate of interest for a particular maturity does not depend ¢
expectations but is determined solely by demand and supply for |
vestment of that maturity. Thus, whatever bias exists in forwili
rates as estimates of future interest rates is largely the effect.
demand and supply conditions in that particular maturity. Thig |
implications for the debt management policies of the governm:
(Van Horne, 1972) as any changes in the relative supply of varigl
maturity securities affect the term structure of interest rates. '

to maximize their returns based upon thelr expectations. As Con
(op. cit.) points out:

“The thought process is . . . one of estimating wheth- [
er it will be more profitable to invest funds over a given 'I
period by purchasing shorts and reinvesting as they
mature, or by buying a security whose term matches the
time funds are to be invested, or by buying a still longer-
term issue and considering the capital gain or loss as well
as the yield for the period involved.”

Forecasts are made by the market participants. That I:h@.')l
not forecast correctly does not deny the fact that they have expad
tions about the future course of interest rates. Macaulay (cited
Meiselman, op. cit.) said these about his study of “time” and “‘al
rates:

“, .. an examination of the course of ‘time’ and ‘call’
money rates offers almost conclusive evidence that fore-
casting is really attempted and that at least one reason it ls'
so badly done is that it is so difficult.

. Bankers and brokers acted as if they knew virtual: |
ly nothmg about future cyclical or other non-seasonal 1'
movements of call money rates . . . What they knew about
they were able to forecast, at least approximately; what
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they did not know about they were unable to forecast at
all except by accident.”

| This study will test empirically the hypothesis that expectations
ul interest rates are made by the market participants in the Philip-
pines. However, when expectations are not held, the subsequent for-

4. Expectations in Interest-Rate Determination

Forward rates are implied by the term structure of interest
These can be computed from the actual interest rates observed,
{or instruments with varying maturities. The methodology is drawn
llom the mathematics of compounding, where the long-term rate,
0 1s an “‘average” of a short-term rate R, (where j is a term
orter than n), and a series of future shortterm forward rates at
Which subsequent renewals are made upon maturity. The equality
dlween the computed forward or implied rates and expected rates
) issumed here as did Meiselman (1962, op. cit.) in his very exten-
V¢ work on term structure. That the actual rates differ from the
itward rates does not invalidate the theory of expectations. Omni-
llince is not assumed, after all. Forecasting errors arise due to un-
'h:ipated changes in interest rates. However, these result in the revi-

I of expectations, consistent with an error-learning behavior.
lielman developed this as the Error-Learning Model, and is

5. Methodology

| I'he objective of this study is to empirically establish the role
!Mpw_:tations in the determination of interest rates. The testing
findures include an empirical analysis of expectations, developed
Mirlier studies, for the analysis of term structure determination.

| lesting for Expectations: The Calculation of Forward Rates

The methodology developed for the analysis of expectations in
llure determination rests on the fact that a set of forward rates
plind in the term structure at any moment, as described by the
Ing equation:

i (1R )= (14+R)) (1#4q7 1) (THpagryy) - (THppn—gT1e)
| 85
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Here, R, represents the actual interest at time ¢ on an N-period loi
which is equivalent to a one-period loan plus a series of forward ¢
tracts, each renewing the loan for a successive period. Forward rﬁ'
implied in the term structure of Treasury Bills are calculated ugl
the following: !i

+1
(1 +tRn+1)n

@) penl1t = —1 "
y (1+R, )"

whgre 141 T1t, t+971p - - p+n—1"1¢ are the’one?per:iod forward
beginning at the time ¢+1, t+2. .. t+n—1 implied in the term stril
ture at time t; tRn +7 represents the actual rate of interest at tim"
on an n+l period loan; and ,R_ 1is the actual rate at ¢ on ani|
period loan. This formula is also used to calculate forward rates @
any span of time, j, at £, thus: ’

(1+R, )" I

(3) t+n'jt = j i .
(1+R,R,.) '

" I
Where +nTijt is the j-period forward rate at the beginning of t+n
plied in the term structure at time t.

Given the following yield-maturity combination, the forwi
rates implied are as shown on column 3 of the following table:

A Table of
Hypothetical Yields and Forward Rates
(1) (2) 3) Il
Maturity Yield, R Iraplied One-Period Forward Rates
1 period 4%
2 periods 6% 6.01
3 periods 6% 8.03

For a holding period of three (3) years, one can choose a 3-pe§§
instrument to earn 6%, or invest in a one-period security with;;
investment at each maturity and earn also 6%, as follows: i

I
(4) 6% = va.o:;) (1.0601) (1.0803) —1
86
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(‘alculations cn the Philippine Treasury Bill Rates

~ Having selected 91 days as the time span of one period, forward
in for Treasury Bills are calculated for various renewal dates, as
Mows:

Forward rates to
No. of Periods prevail at start

 One-period rate t+1
" One-period rate t+2
.\ One-period rate t+3

 I'he above calculations are done using actual issue rates of
AUy bills for maturities ranging from 91 days to 364 days.

_" one-period rate which the forward rate had attempted
yrecast. The arithmetic difference is the forecasting error, E o in
[ lfjuation:

N TS|

' Hince the computed forward rates equal expected rates, any
n forecasting the short-term rate is attributed to unanticipated
Ijus in the interest rate. This should now cause the revision of
I expectations. Meiselman observed that such revisions are a
live and stable function of the forecasting error.

{l'sts are done if the forecasting error results in adjustments
I subsequent forecasts. The changes in subsequent forward
i ire regressed with the error, Et’ as follows:

Aenl1e™ HEY

tin"1t = ¢ 1t T t+n" 1t-1

netual rate at time f exceeds the forecasted rate, the market is
iledl to automatically adjust upward its expectations of what the
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short-term rate is likely to be in the future. A highly significant co
relation coefficient will support the expectations hypothesis, Fif
ther, a constant term which is not significantly different from 2z
suggests the absence of a risk premium, and that forward rates i
unbiased estimates of future rates.

The earlier described tests are indirect tests of the presence (
expectations or forecasting. Risk premium may, however, creat¢
bias in the forward rate and such is also observable in the presence (
a constant term which is not significantly different from zero. Md
direct tests are not undertaken as to whether the participants in fi¢
develop forecasts about the future, and on what these are baseg
The behavior of risk premium relative to lengths of maturities an
with respect to levels is a special area of study by itself and is
dressed by this study in a very general manner,

We have assumed that the forward rates implied by the t91
structure equal the expected rates. The equality is not the issue hey
If the expected rates differ from actual rates, the necessary revisiof
are made in subsequent forecasts, as is expected in an error-learnif
behavior. Such error is attributed to the failure of the market to ar\
cipate changes in interest rates.

6. Results of the Study

as the subject of the study.
6.1 The Yield Curve of Treasury Bill Rates

The yield curve of Philippine Treasury bills in Figure 1 c:d
structed from data covering the period March 1970 to December 198
is slightly upward sloping on the short end, but displays hardly a
positive slope on the long end. Since the whole 10-year period col
sists of a downtrending behavior from 1970 to 1973, and a rev
sal from 1974, we constructed another yield curve for the secq’
period covering 1974 to 1980. The range of the maximum and mif)
mum rates of each year showed narrower gaps during the 1974-198f
period compared with the whole ten years. /
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_ We compared the means of spot rates of selected maturities of
I''ensury bills. Table 2 below shows that the mean rate of 91-day
| Ils is significantly different from all the rates applicable to longer
Niburities.

Table 2 — Comparison of Means of Treasury Bill Rates
of Varying Maturities, 1970-1980

-_]| ensury Bills Standard t-values for the Comparison
Milurities Mean Deviation of Means

11.05 1.163
11.54 1.100
11.76 1.119
11.86 1.057

. 182-day 3.436 (significant)
. 273-day 4,963 (significant)
. 364-day 5.761 (significant)
. 273-day 1.597
. 364-day .680

At the 5% significance level, the ¢ value is 1.960. The difference
not significant between the mean rate for 182-day and 273-day

l'orecasting the Interest Rates

A set of one-period forward rates was calculated for Treasury
I Lwing the actual rates for maturities ranging from 91 to 364 days.
il each period equivalent to 91 days, these forward rates are equal
thr' expected renewal rates at maturity, for a total of three re-
IWils for the whole year.

Writely. They were high estimates of the rates they attempted to
penst. (Please refer to Figure 3.) Forecasting errors were calcula-
il ux Lhe difference between actual rates, R ;, and the forward rates,
’PJ r'l‘he predominance of negative errors suggests the presence of
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Figure 3 — Actual and Forward Rates of Treasury Bills,
91-day Maturity 1970-1980
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Table 3 — Summary of Forecasting Errors (E;) Treasury Bill
Rates, 1970-1980, E;, = (K, — /141

One-Period Forward Rates to Apply at

Ximum Positive t+1 t+2 t+3
Fxror  (+E;) 2.188 1.558 1.523
Month/year Jan.’74 May ’74 Sept. *74

{imum Negative
krror  (—E,) —4.960 —17.296 <=1.921
Month/year Oct. 63 Oct. 73 Qct. 73

Il 0! Positive Observations _
f High 11 15 20
liL.ow 42 39 33

0l Negative Observations
High 42 38 33
| Low 26 26 29

Total Observations
(Monthly) 121 118 115

Hi ‘I'ne extreme positive errors were observed on the 1974 data

I lhe extrerne negative errors were on the 1973 data.

I'he Error-Learning Behavior

|
. Wu have earlier asserted that forward rates equal expected rates,
' hthnt forward rates change if expectations about the future
W0, Meiselman’s error-learning model showed that subsequent
’I 1l rates are adjusted as a result of errors in forecasting the
i . furm rate. If forecasts exceed the actual rates, a negative ad-
IMent is seen in the forecast for the next period. Figure 4 shows
\Wjustment behavior of subsequent forward rates for 91-day bills
WAponse to forecasting errors. Hence, a negative error observed in

I} 1975 is due to the fact that the actual rates in March for 91-

Iy are lower than earlier expected. The error should cause a
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reduction of the subsequent forward rate (that forecast in March to
prevail in June, 1975, compared with the forward made earlier to
prevail in March.) Table 4 shows that when errors are negative, the
negative adjustments in forward rates predominate, and more so
when the errors are on the high side. The adjustments, however, are
not defined when negative errors are on the low side. Positive errors
resulted in more positive adjustments in forward rates.

We find a strong support for the hypothesized role of expecta-
" lions in the determination of interest rates. Forward rates are seen
heing revised when forecasting errors are observed. These errors ear-
: ller attributed to the unanticipated changes in spot rate cause the re-
~ vision of expectations. As can be seen in Figure 3, forward rates lead
the actuals in the major movements. This is not apparent, however,
_ for minor movements.

1.4 Test for Bias in Expectations

I The changes in the forward rates were regressed with the fore-
. (usting error using 121 monthly observations for the three forward
'| rtes computed from the data. For all, we found positive correlation,
. with correlation coefficients varying inversely with the proximity to
!L All the regression coefficients were also positive and significant.

llowever, only the correlation. coefficient of ¢+1 was found signifi-
onnt. The data however are positively auto-correlated (please refer to
" Table 5).

and 91-Day Forecasting Errors

|

|

Table 4 — Synchronization of 91-Day Forward Rate Adjustments
| Monthly Figures, 1970-1980

When Error was Negative*

M'uriod to which forward rates
. apply t+1(107)  t+2(104) t+3(101)
il Low High Low High Low High

il
Adjustment in Forward Rates

. Negative Adjustment 2301 [se@ S1E2Y S| N3
[ No Change 0 0 0 0 0 0
[ Positive Adjustment 33 OB 2 e A HE2.G
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Table 4 (continued)

When Eror was Positive (14)* I‘.
'|
Period to which forward rates
apply t+1 142 t+3 |

Low High low High Low Higl

Adjustment in Forward Rates

Positive Adjustment NG TS S
No Change 0 o REPRSIL MERARRC MM 0
Negative Adjustment 3 0 °alb 1 3 2

*Figures in the parenthesis show the number of monthly observations,

The constant terms were significantly different from zero. Wi
interpret this to mean that the forward ratesare biased estimates
future interest rates due to the presence of liquidity premium. Th I!tf.
forward rates equal the sum of expected ratesand liquidity premiu r
for longer maturities. Figure 4 is a plotting of the adjustment procay
showing the forecasting errors and the changs in the forward raf¢
The revisions in forward rates behave in a very synchronous mann
with the forecasting error, confirming the siatistical results of a
positive correlation between the two variables, '

Table 5 — Relationship Between Forward Rate Adjustments ‘ '
and Forecasting Error Monthly Figures, 1970-1980

Period the
beginning of Regression Coefficient
which the Constant Coefficient of
Forward Term (and F-value) Determinant
Rates Apply (REy 1D “-'
t+1 2511 .73824 62268 1.0764
(186.48) il
t+2 .32555 .37593 08349 1.4460:
( 10.293)
t+3 .18091 22861 03558 1.3417
( 4.169)
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Iy The Behavior of Risk Premium: Some Extensions

. The findings support the hypothesis about the role of expecta-
Wis in interest-rate determination. However, forecasts are biased
Wilmates due to the apparent presence of a liquidity or risk pre-
'Illm. Therefore, instruments of varying maturities are not exact
{listitutes for each other.

~ Meiselman equated the forward rate implied by the term struc-
'ru with expected rate, so that all observed differences between
0 lwo rates were attributed to forecasting error which is cor-
giled in accordance with the error-learning model. Hicks, on the
hor hand, has the following formula:

Forward Rate = Expected Rate + Risk Premium

Mligtitutes, so changes in interest rates during the holding period
pctly affect the liquidity premium embodied in the forward

Because of risks associated with the longer maturities, investors
ler Lo lend short unless offered a higher rate for longer maturities.

fious studies on liquidity premium have tried to answer the fol-
IWing questions:

n) If there is liquidity premium on long terms, is it always
positive?

h) How does it behave over varying lengths of maturity?

¢) Isita function of interest rate levels?

The biggest deterrent to empirical testing is the segregation of

risk premium component of the forward rate. Some studies
¢ equated the difference between forward rate and spot rate
lselman’s E;) to risk premium, considering that forecasting
s cancel out in the long run. Variations of the perfect-foresight
jilel were used in other studies. Spot long-term rates are compared
Il the “average” of short-term rates, since under the model, expec-
ons on the average are realized. Other studies assumed that the
Milet adapts to a “normal” range, and risk premium is the devia-
i of the long-term rate from either the mean of the normal range
Jfrnm the range developed through a linear process. Findings of the
Minerous studies did not support each other due to differences in
iihodology, time frame, and instruments observed. This offers an
i [or further investigation of Philippine interest-rate behavior.
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7. Conclusions and Limitations of the Study

The purpose of this study is to understand the role of expecta |
tions in interest-rate determination. Using the Treasury bills data fﬂ f
the period 1970 to 1980, the results of the study show that
market makes forecasts of the future levels of interest rates. It is also
seen that the market participants make revisions in these expectas
tions in a manner consistent with the error-learning behavior, Thel
changes in expectations as measured by the forward rates are a posis
tive function of the forecasting errors. It is seen, however, that the!
forward rates are biased estimates of future rates due to the presence
of a liquidity premium on longer-term maturities. This makes thdl
Treasury bills of varying maturities non-substitutable. |

The use of the Treasury bills data for this study creates certain!
limitations with respect to generalizing the findings. Treasury bi g
are very different from the rest of the instruments available in the
money market, not only because these are issues of the Phll:ppm bl
Treasury, with a Central Bank guarantee for its repayment, but a
because there exists a group of security dealers to provide a seconds
ary market. |

The rates used are those observed at the time of issue, and =.=_
study assumed that the instrument is held for the full term. A study’
that uses current rates in the secondary market, for durations dlfI
ferent from their original terms may result in different findings.

8. Recommendations

A fuller understanding of interest-rate behavior would requiré’
a study on the shapes of the demand for funds in the goods secto;f-
The behavior of firms as they demand funds for investment in capita
goods and working capital would transcend their planning for compes
tition and growth, and the general resource allocation process. Finand
cing these fund requirements is done in the financial markets. The
behavior of savers who buy financial assets needs to be studied to us _'

the economy. How they form expectations about the future tren
of profits and interest rates, and how they perceive risk likewié
ai'fect the overall direction of demand and supply for funds, henc
my.
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Needless to say, monetary policy can benefit from the fuller
understanding of interest rates, even if the control of it is not one
of its policy instruments. Surely, this phenomenon that can seriously

iffect the behavior of the goods sector should be of prime consider-
‘ ntion in the design of monetary policy.
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