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Financial Flow Variables and the Short-Run Determination
of Long-Term Interest Rates

Benjamin M. Friedman

Abstract

Because transactions costs are smaller for allocating new cash flows than for reallocating existing asset
holdings, financial flow variables are important determinants of investors' short-run asset demands. The
demand-for-bonds equations implied by the resulting "optimal marginal adjustment" model of portfolio
behavior constitute the demand side of a structural supply-demand model of the determination of the long-
term interest rate. Empirical results, based on demand-for-bonds equations estimated using U.S. data for
six major categories of bond market investors, support the optimal marginal adjustment model and show
that the associated structural model of interest rate determination, which is restricted by the underlying

demand-for-bonds equations, fits the data about as well as do previously developed unrestricted reduced-
form term-structure equations.

11

&2 | THE UNIVERSITY OF CHICAGO PRESS JOURNALS

The University of Chicago Press Books

Chicago Distribution Center

The University of Chicago

Accessibility


https://www.journals.uchicago.edu/journal/jpe
https://www.journals.uchicago.edu/toc/jpe/1977/85/4
https://www.journals.uchicago.edu/doi/10.1086/jpe.85.4.1828698
https://www.journals.uchicago.edu/doi/10.1086/260596
https://www.journals.uchicago.edu/doi/epdf/10.1086/260595
https://www.journals.uchicago.edu/doi/epdfplus/10.1086/260595
https://press.uchicago.edu/
http://www.press.uchicago.edu/cdc.html
https://www.uchicago.edu/
https://www.journals.uchicago.edu/accessibility
https://www.journals.uchicago.edu/
https://subfill.uchicago.edu/JournalPubs/UCPSSO/SSOLogin.aspx?returnurl=https%3A%2F%2Fwww.journals.uchicago.edu%2Fdoi%2Fabs%2F10.1086%2F260595
https://www.journals.uchicago.edu/action/showCart?FlowID=1

Open access at Chicago

Permissions

Statement of Publication Ethics

Diversity and Inclusion at the University of Chicago
Contact us

Terms and Conditions

Privacy Notice

Media and advertising requests

€ X ¥

© 2025 The University of Chicago and other publishing
partners. All rights reserved, including rights for text and
data mining and training of artificial intelligence
technologies or similar technologies.



https://www.journals.uchicago.edu/open
https://www.journals.uchicago.edu/inst/perm-reprints
https://www.journals.uchicago.edu/publication-ethics-statement
https://diversityandinclusion.uchicago.edu/
https://www.journals.uchicago.edu/contact
https://www.journals.uchicago.edu/t-and-c
http://www.press.uchicago.edu/press/privacy.html
https://www.journals.uchicago.edu/advertising
https://www.facebook.com/UChicagoJournals
https://twitter.com/ChicagoJournals
https://bsky.app/profile/chicagojournals.bsky.social

