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Abstract
The expectations model of the term structure has been subjected to numerous empirical tests and
almost invariably rejected, with the failure generally attributed to systematic expectations errors or to
shifts in risk premia. Rules for monetary policy designed along the lines of Taylor [1993. Discretion
versus policy rules in practice. Carnegie-Rochester Conference Series on Public Policy 39, 195–214]
specify that the central bank adjusts short-term yields in response to deviations of inﬂation and
output gaps from target level. Such rules give a good empirical account of the behavior of the shortterm interest rate. Combining the Taylor rule and expectations theory, it is possible to generate—
along lines pioneered by Campbell and Shiller [1987. Cointegration and tests of present value models.
Journal of Political Economy 95, 1062–1088]—a series of theoretical long-term interest rates. When
such theoretical rates are calculated for the US over 1980–2004, considerable support for the
expectations theory emerges.
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1. Introduction
The expectations model of the term structure states that the yields to maturity of longterm bonds are equal to the average of expected future short-term bond yields.1
This venerable model has been subjected to numerous empirical tests and almost
invariably rejected,2 with the failure generally attributed to systematic expectations errors
or to shifts in risk premia.
Rules for monetary policy designed along the lines of Taylor (1993) specify that the
central bank adjusts short-term yields in response to deviations of inﬂation and output
gaps from target level. Such rules give a good empirical account of the behavior of the
short-term interest rate: because (expected) inﬂation and output gaps are highly persistent,
the policy rate is very persistent and forecastable, at least at short horizons. Combining the
Taylor rule and expectations theory, it is possible to generate—along lines pioneered by
Campbell and Shiller (1987)—a series of theoretical long-term interest rates. When such
theoretical rates are calculated for the US over 1980–2004, considerable support for the
expectations theory emerges, in ways that are discussed further below, which is even
stronger than that provided by Campbell and Shiller (CS).3
The analysis in this article has two important implications. First, for economists
interested in the pricing of long-term bonds, it shows that the empirical performance of the
expectations theory is enhanced by consideration of a macroeconomic model of short-term
interest rate determination. Second, for economists interested in monetary policy,
including those involved with policy-making in central banks, it reinforces the view that,
for economies like the US, it is appropriate to use the term structure as a guide to private
sector expectations about future monetary policy and that markets understand the general
workings of monetary policy as summarized by the Taylor rule. Turning to the details, the
article begins by brieﬂy reviewing the CS methodology and highlighting the modiﬁcation
of it used in the paper. It then proceeds to investigating the empirical performance of the
term structure model, under the assumption of a Taylor-type interest rate rule.
There are four aspects of the method and the results that are worth highlighting.
First, rather than use a bivariate relationship between short and long rates, as in CS, we
study the relation between long-rates of varying horizons and policy rates predicted on the
basis of macroeconomic variables, such as inﬂation and the output gap. If we re-interpret
the bivariate VAR of CS in the light of the success of Taylor rules, it is then clear that
considering a bivariate VAR representation is a ﬁrst step forward from the traditional
limited information approach, based on the estimation of single-equation models and on
the assumption that realized returns are a valid proxy for expected returns.4 In a recent
1

This relation is obtained directly when assuming that expected continuously compounded yields to maturity on
all discount bonds are equal (see Fama, 1984). It can also be derived as a linear approximation to any of the
different non-linear expectations theory of the term structure (see Shiller et al., 1983).
2
See, for example, the textbook treatment in Campbell et al. (1997, Chapter 10), or Patterson (2000, Chapter 11).
3
Recently Bekaert and Hodrick (2000) have argued that the problem leading to the rejection of the theory in CS
could be the use of asymptotic inference rather than omitted variables. Their use of small sample distributions of
the different VAR based tests leads to much less dramatic rejections than those implied by the asymptotic
distribution.
4
Campbell (1995) shows that high yield spreads fare poorly in predicting increases in long rates, Fama and Bliss
(1987) show that the change in yields does not move one-to-one with the forward spot spread, Cochrane (2001)
points out that period excess returns on long-term bond are predictable using the information in the forward-spot
spread.

