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[image: image3.png]where Ry (and Rj,) are the return on the bank portfolio (R =Rsy); Ry, is the return on
the S&P 500 index; Alr, Asr, are changes in the long-term interest rate (LTIR, proxied
by the 10-year Treasury Composite yield) and the short-term interest rate (STIR, proxied
by the one-year T-bill rate), respectively*; h’», and h’, are the conditional variance of
the STIR and the LTIR, respectively; and &;; denotes the error term which is dependent
on the information set Q..;. The quadratic terms h?;;, and h’;, are both the conditional
variance of bank returns; hy, (ij = 1.....4; i # j) are the conditional covariances between
bank stock returns and interest rates, assumed to have a constant correlation pj; that lies
between —1 to 1 and is estimated within the model. Estimation of the system of equations
is carried out separately for each banking portfolio - the money center, large, and small
bank portfolios. Equations 1-4 constitute Model 1, equations 5-8 describe Model 2, and
equations 9-14 define the conditional covariances. Equation 15 describes the information
set.





