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E veryman's I nterest Rate Forecast
With all of the gloomy news about in
flation, it is nice to recall that the prices
of some items have actually been go
ing down. The example of hand-held
calculators comes readily to mind. It is
less widely appreciated that the price
of interest rate forecasts has also
fallen, since they can be obtained for
only the twenty-five cents needed to
purchase the Wall Street Journal. The
commodities page of the Journal (and
of other financial pUblications) lists ev
ery day the interest rates on futures
contracts for three-month u.s.Trea
sury bills. These contracts, which have
been traded on the International
Monetary Market of the Chicago
Mercantile Exchange since January
1976, are firm agreements to buy or
sell T -bills at prices and yields deter
mined now but with delivery to be
made up to thirty-three months in the
future.

To the extent that yields on T -bill fu
tures actually forecast the future
course of interest rates, they contain
potentially valuable information. The
business person pondering whether to
defer an investment project in the
hope of lower borrowing costs, the
pension-fund manager contemplating
the purchase of a 30-year bond, and
many other individuals would like a
glimpse of what interest rates will be in
the future. But is it reasonable to be-

lieve that T -bill futures provide such a
picture?

The mall'ketis forecast
There is a simple logic to the use of T
bill futures as a forecasting device. If in
vestors were to expect, for example,
that T -bills will yield .Iess next Decem
ber than the rate currently available
on the December 1978 futures con
tract, they would have an incentive to
buy the December futures now to

in'" the higher yield. (The funds
tied up in margin requirements would
be very small.) The increased demand
for December futures would raise the
price of those contracts and thereby
lower the yield. When the yield on the
futures had fallen to the level which
market participants expected to prevail
in December, they would have no
more incentive to buy futures. li1equi
librium, then, futures yields should re
flect the market's forecast of what
future interest rates will actually be.

This conclusion will hold, however,
only when the futures market is truly
competitive. Otherwise, futures yields
may not be an accurate reflection of
the views of the average investor. Al
though the T -bill futures market is rela
tively young, it already appears to have
developed enough breadth and
depth to qualify as competitive. As of
this writing, there are more than

(continued on page 2)



CD)11

Opinions expressed in this newsletter do not
necessariiy reflect the views of the rnanagement of the

of S.an f)()( ()f ttl€ Boa.rd
of Governors of the Federal Reserve System.

26,000 contracts outstanding - each
for one million dollars worth of T
bills - and well over a thousand con
tracts are traded each day.

Even so, futures yields may not provide
an exact reflection of investor expec
tations. A substantial amount of evi
dence indicates that investors are
averse to making long-term commit
ments, which causes long-term inter
est rates generally to exceed short
term rates. The same reasoning sug
gests that to attract investors, yields on
futures contracts would have to be 20
to 30 basis points above the yields ac
tually expected to prevail in the fu
ture. But William Poole, writing in the
Spring 1978 issue of iis bank's Eco
nomic Review, challenges this position.
He argues that the premium'" al
leged to exist on longer-term securities
may merely represent the transactions
costs which would be involved in seIl
ing those securities prior to maturity.
Since the transactions costs associated
with selling aT-bill futures contract are
extremely low ($61.50 to sell a million
dollar contract), any premium in the
futures yield is likely to be very small.

How accurate?
The real test of any forecast is its accu
racy.ln the case of T-bill futures, there
is some good news and some bad
news. The good news is that T -bill fu-
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tures have sometimes been remark
ably prescient. For example, on
August 1, 1977, the yield on June 1978
futures was 6.85 percent - only 12
basis points different from the actual
yield this past June. In fact, T-bill fu
tures on August 1, 1977 were extreme
ly good predictors of actual interest
rates for all of the months for which
then-available futures contracts have
matured. For September and Decem
ber 1977, and March and June 1978,
futures-market forecasts averaged
only six basis points higher than the ac
tual yields.

The bad news is that T -bill futures on
other occasions did a very poor job of
forecasting. For the four contracts
which have expired since July 1, 1977,
the futures market as of that date con
sistently underforecast by an average
of almost 40 basis points. Worse still,
the futures contract in July 1976 for
June 1977 yielded 7.73 percent, a
whopping 270 basis points above
what the June 1977 average yield ac
tually turned out to be.

Of course, it may be argued that the
T -bill futures market was still in its infan
cy in 1976. A good case could be
made, however, that the market was
accurately reflecting investor expecta
tions, but that those expectations
proved to be grossly in error. As the
financial press frequently noted at the



time, market professionals were sur
prised that nominal interest rates were
falling rather than rising, and seemed
convinced that rates would move up
sharply very soon.

The moral of this story is clear. T -bill fu
tures provide a useful forecasting tool
because they succinctly summarize the
views of thousands of informed inves
tors. Unfortunately, they provide no
way of telling whether those views
will prove to be correct.

\Forecasting other yaelds
What can we say about forecasting in
terest rates generally? Futures markets
exist for other financial instruments be
sides T -bills, and forecasts of their
yields may be based directly on market
quotations. For example, someone in
terested in what will happen to yields
on the securities of the Government
National Mortgage Association can
turn for guidance to the GN M A fu
tures traded on the Chicago Board of
Trade.

For many businesspeople, a more in
teresting question is what will happen
to rates which banks charge for com
mercia I loans. As of now, there is no
futures market in the prime rate, al
though one exists in the somewhat
related commercial-paper market.
(Incidentally, Citibank generally sets its
prime rate 125 basis points above the
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three-week moving average of the
commercial-paper rate.) However, the
commercial-paper futures market is
rather thin, and thus may not provide a
useful forecasting tool.

Alternatively, a prime-rate forecast
could be developed by combining T
bill futures rates with the historically
observed spread between the bill
yield and the prime. Since 1960, the
prime has averaged ·150 basis points
higher than the T -bill yield - but the
spread has varied considerably, with a
standard deviation of almost 75 basis
points. Any forecast of the prime
based on this appraoach would there
fore have a wide margin of error.

There are thus many pitfalls involved in
using interest-rate futures for forecast
ing. But what are the alternatives?
Considerably more complex forecast
ing techniques are available, but they
require independent forecasts of such
variables as real GNP growth and infla
tion. Furthermore, their track record
recently has not been anything to brag
about. For all its shortcomings, the fu
tures approach is still a useful way to
get a quick reading on market senti
ment regarding interest rates. At twen
ty-five cents, that is quite a bargain.

Kenneth Froewiss and
Michael Gorham
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BANKING D A T A- TWIELFTH FIEDIERAl RESERVE DI STRI CT
(Dollar amounts in millions)

Selected Assets and liabilities
Large Commercial Banks

Loans (gross, adjusted) and investments*
Loans (gross, adjusted) - total

Security loans
Commercial and industrial
Real estate
Consumer instalment

U.s.Treasury securities
Other securities

Deposits (less cash items) - total*
Demand deposits (adjusted)
U.s.Government deposits
Time deposits - total*

States and political subdivisions
Savings deposits
Other time depositst

Large negotiable CD's

Weekly Averages
of Daily Figures

Member Bank Reserve Position
Excess Reserves(+)/Deficiency (-)
Borrowings
Net free(+)/Net borrowed (-)
Federal Funds-Seven Large Banks
Interbank Federal fund transactions

Net purchases(+)/Net sales( -)
Transactions with u.s.security dealers

Net loans(+)/Net borrowings (-)

Amount
Outstanding

8123/78

115,702
93,414

1,902
27,786
32,248
16,996
8,690

13,598
110,781
30,157

254
78,582
6,602

-31,683
37,327
17,824

Week ended
8123/78

32
38
70

1,194

347

Change
from

8/16/78

+ 488
+ 403
+ 66
+ 29
+ 141
+ 86
+ 125
- 40
+ 208
- 459
- 56
+ 869
- 31
+ 70
+ 568
+ 678

Change from
year ago

Dollars Percent

+ 15,443 + 15.40
+ 15,907 + 20.52
- 410 - 17.73
+ 4,199 . + 17.80
+ 6,839 + 26.92
+ 3,681 + 27.65
+ 46 + 0.53
- 510 - 3.61
+ 13,570 + 13.96
+ 2,864 + 10.49
+ 47 + 22.71
+ 10,720 + 15.80
+ 1,356 + 25.85
- 158 - 0.50
+ 8,575 + 29.82
+ 6,677 + 59.90

Week ended Comparable
8/16178 year-ago period

+ 84 9
153 223
69 232

1,110 + 755

47 + 465

*Includes items not shown separately. tlndividuals, partnerships and corporations.
Editorial comments may be addressed to the editor (William Burke) or to the author .•••
free copies of thisand other Reserve publicationscan be obtained by calling or writing the Public
information Section, Federal Reserve Bank of San Francisco, P. O. Box 7702, San Francisco 94120. Phone
(415)


