
SverigeS rikSbank
working paper SerieS 222

The Monetary policy Decision-
Making process and the Term 
Structure of interest rates
Hans Dillén
april 2008



working paperS are obTainable froM

Sveriges riksbank • information riksbank • Se-103 37 Stockholm
fax international: +46 8 787 05 26

Telephone international: +46 8 787 01 00
e-mail: info@riksbank.se

The working paper series presents reports on matters in
 the sphere of activities of the riksbank that are considered

 to be of interest to a wider public.
The papers are to be regarded as reports on ongoing studies

 and the authors will be pleased to receive comments.

The views expressed in working papers are solely 
the responsibility of the authors and should not to be interpreted as 

reflecting the views of the executive board of Sveriges riksbank. 



 1 

 

 

 

The Monetary Policy Decision-Making Process 
and the Term Structure of Interest Rates 

 

Hans Dillén* 

 

Sveriges Riksbank Working Paper Series 

No. 222 

April 2008 

 

Abstract 

This paper presents a theoretical model of the term structure of interest rates based on 

the monetary policy decision-making process at modern central banks. Evaluations of 

explicit expressions for the spot and forward rate curve render several important results: 

(i) Spot and forward rates are explicit functions of the number of policy meetings 

during the time to maturity rather than the time to maturity itself. Consequently, the 

forward rate curve is step-shaped. (ii) In addition, there are calendar time effects, i.e. 

the position within the policy cycle is also of importance, especially for short term interest 

rates. (iii) The forward rate curve exhibits hump-shaped responses to economic shocks 

and a modified version of the Nelson-Siegel model can be obtained as a special case. 
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1. Introduction 

There appears to be a substantial discrepancy between how practitioners and model builders 

analyse term structure movements. On the one hand, practitioners such as central bank 

watchers are very aware of the fact that policy rates of central banks are normally only adjusted 

at certain pre-announced dates and that the adjustments are limited to a fixed size (typically 

25 basis points) or a small multiple thereof. In other words, they ask questions such as: Will 

the Fed’s funds rate be cut at the coming meeting or will that decision be postponed to a 

subsequent meeting? Will the cut be 25 or 50 basis points? It can be said that the judgements 

of the practitioners are well adapted to the actual decision-making process at central banks. 

On the other hand, the term structure models developed by academics and used by central 

banks and other financial institutions are not well adapted to the decision-making process at 

central banks. In these models, the dynamics of the short term interest rates (which is the 

most important aspect when building term structure models) typically follow an 

autoregressive process, where the changes are often normally distributed.  

 

The aim of this paper is to reduce the discrepancy among practitioners and model builders by 

developing a model of the term structure of interest rates based on modern asset pricing 

theory that incorporates the major features of the monetary policy decision-making process. 

The main contribution of the paper is that it succeeds in meeting this aim. Moreover, the 

derived expressions for the spot and forward rates are explicit as well as relatively simple and 

several important features, such as calendar time effects and step-shaped forward rate curves, 

are easily demonstrated. Finally, the model is easily extended to include more economic 

factors. 

 

The paper is organized in the following way. In section 2, some stylized features of term 

structure dynamics, many of them directly related to the monetary policy decision-making 

process, are presented followed by a brief review of popular term structure models with a 

focus on how well they capture the stylized features. Section 3 presents the model and 

demonstrates its most important properties. Some straightforward extensions of the model 

are also provided. A summary and conclusions as well as suggestions for future research can 

be found in section 4. An appendix contains the derivation of the model and some technical 

details. 
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2.  Some stylized features and some popular interest rate models  

There are some stylized features of the term structure of the interest rate that (to varying 

degrees) are related to the monetary policy decision-making process.  

 

(i) Short term interests are often stable while there can be substantial fluctuations in long term interest rates. 

In particular, long term interest rates do exhibit high-frequency fluctuations whereas the 

policy rate of a central bank is normally constant between scheduled policy meetings. Models 

where the dynamics in the long term interest rates are driven by fluctuations in the short term 

interest rate will have severe problems in this context. 

 

(ii) Short term interest rates are normally adjusted upwards or downwards by a fixed size (typically 25 basis 

points) or a multiple thereof (e.g. ± 50 basis points) at pre-announced dates. This pattern has been 

pronounced in recent years. In the early 1990’s, small adjustments (< 25 basis points) that 

were not announced occurred quite frequently.  

 

(iii) The decision not to adjust the policy rate is common. For instance, Gerlach-Kristen (2004) 

reports that during the period January 2000 to December 2003, most central banks adjusted 

the policy rate at less than 50 percent of the scheduled policy meetings.1 

 

(vi) Strong serial correlation in changes of short term interest rates and gradualism. 

Another observation is that an adjustment of the policy rate very often exhibits the same sign 

(and size) as the previous policy rate adjustment. This observation seems to be related to 

gradualism, i.e. central banks appear to adjust their policy rate in relatively small steps towards 

some target level. 

 

(v) Hump shaped responses to the yield curve from economic shocks. In some sense, this feature seems 

to be an implication of feature (i) given that the impact of shocks is small on (sufficiently) 

long interest rates. However, the impact is also small for short term interest rates that mature 

                                                
1 See table 1 in Gerlach-Kristen (2005), where the policy rate decision behaviour of six central banks (The Fed, ECB, 
Bank of Canada, Reserve Bank of Australia, Bank of England, and Sveriges Riksbank) are displayed. Only Bank of 
Canada changed the policy rate at more than 50 percent of the policy meetings during the period examined. 
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after the following policy meeting and the maximum effect is often to be found on medium 

term interest rates, see e.g. Fleming and Remolona (1999).2 

 

(vi) An unexpected decision not to the change the policy rate has a substantial impact on short term interest 

rates. At first sight, this observation appears to be natural and the issue of if it is of any 

importance whether a monetary policy shock emerges from an unexpected policy rate 

adjustment or an unexpected decision not to adjust the policy rate has not been analysed in 

the literature to any large extent.3 However, some challenging problems arise when we 

confront term structure models with these types of events on high frequency (daily) data. The 

main problem is that the unexpected movements in the yield curve that are caused by an 

unexpected decision not to adjust the policy rate are hard to relate to movements in factors 

used in term structure models.4  

 

A natural question is then to what extent existing term structure models capture features (i)-

(vi) above. If we first look at the first generation of so-called affine models5, such as Vasicek 

(1977), Cox, Ingersoll and Ross (1985) and Longstaff and Schwartz (1992), we find that it is 

hard to reconcile those models with any of features (i)-(vi). The main reason for this is that 

the instantaneous risk-free rate, which should be closely related to the policy rate of central 

banks, in these models follows a continuous time autoregressive process that does not 

resemble the policy rate process observed nowadays. Moreover, this kind of interest rate 

dynamics typically implies that shocks will have an impact on the yield curve that declines with 

time to maturity and that hump-shaped responses to shocks do not appear naturally in these 

models.6 Of course, these models also have some merits. First, they are consistent arbitrage-

free models where explicit expressions for term premia can be derived. They seem to do a 

relatively better job of describing the dynamics of long term interest rates and, in this context, 

they have been useful for analysing interest-rate-derivative securities.7 It should also be 

recalled that the first generation of affine models was developed in a period when the 
                                                
2Fleming and Remolona (1999) report that economic announcements have the largest impact on intermediate 
maturities of one to five years.  
3 Andersson, Dillén and Sellin (2006) do analyse the surprising decision not to change the policy rate.  
4 However, in the case of an unexpected non-zero adjustment of the policy rate, the unexpected adjustment itself 
should be the main shock explaining unexpected yield curve movements.  
5 An affine model has the property that the zero coupon bond price, B(t,T), can be written as B(t,T) = 
exp(a(t,T)+ b(t,T)x(t)), where x(t) is a state vector and a and b are deterministic functions. 
6 In multifactor versions of these models, it is possible to obtain hump-shaped responses by letting two 
of the factors counterbalance each other on the short end of the yield curve. 
7 Se e.g. Hull and White (1990). 
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discrepancy between the actual policy rate dynamics and the interest dynamics assumed in 

the models was smaller than today.8  

 

In recent years, affine models based on the so-called level, slope and curvature factors have 

gained some attention. These models (henceforth called LSC-models) are typically closely 

related to the three largest principal components to which a time series of a representative 

vector of forward rates or yields give rises, see e.g. Cochrane and Piazzesi (2005, 2006). 

Another example, an LSC-model, is provided by Diebold and Li (2006), who take the 

departure from a factor interpretation of the parameters in the Nelson and Siegel (1987) 

parameterization of the forward rate curve. These models can, more or less by construction, 

reproduce a substantial part of the fluctuations in the yield curve and they seem to produce 

good forecasts in comparison to competing models, see Diebold and Li (2006). As compared 

to the first generation of affine models, the LSC-models appear to be easier to reconcile with 

features (i)-(vi). The inclusion of a curvature factor can be seen as a way of incorporating 

feature (v) and a priori, there is no conflict with the other dynamic features, since the LSC-

models are not derived from any specific factor dynamics. The latter observation is naturally 

also a problem since there is a risk that the models suffer from the inconsistency problems 

addressed by Björk and Christenssen (1999). The VAR-factor dynamics (that are imposed 

after the formulation of the specific affine model) are not likely to be consistent with the 

shape of the spot forward rate curves implied by the affine model. However, Christensen, 

Diebold and Rudebusch (2007) develop a slight modification of the dynamic Nelson Siegel 

model that is arbitrage-free and therefore, consistent. It is also difficult to understand what 

economic mechanisms cause term structure movements in LSC-models as they do not 

normally include macroeconomic (or other economic) factors.9 

 

Examples of affine models with macroeconomic state variables can be found in the macro-

finance literature, see e.g. Ang and Piazzesi (2003), Rudebusch and Wu (2004), Bekaert, Cho 

and Moreno (2006), and Hördahl, Tristani and Vestin (2006). These models often combine 

policy rules analysed in monetary analysis with no-arbitrage pricing principles known from 

                                                
8 For instance, before 1994, the Fed announced its target adjustments more randomly over time and the size of 
the adjustments were (sometimes large) multiples of 6.25 basis points. See Piazzesi (2005) for a further discussion 
of the Fed’s operating procedures before and after 1994.  
9 One exception is Diebold, Rudebusch and Boragan Aruoba (2006), who add three macroeconomic factors 
to the LSC-factors in a VAR-model.   
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finance. An obvious merit of these models is that they reflect the fact that central banks react 

to macroeconomic developments. Moreover, in some of these models, the macroeconomic 

variables are treated as endogenous variables, which makes it possible to do policy analysis.10 

An important issue is how to interpret discrete time policy rules analysed in macroeconomic 

studies in a continuous time framework used in the finance literature. For instance, it is not 

very clear how important concepts from the policy rule analysis, such as gradualism or interest 

rate smoothing, translate into a continuous time model. Moreover, even though these papers 

focus on central bank behaviour, the dynamics of the policy rate are not in accordance with 

features (i)-(iii). 

 

There are a few affine term structure models that try to incorporate some of the key features 

of the policy rate process discussed above, e.g. Farnsworth and Bass (2003) and, in particular, 

the interesting model of Piazzesi (2005). Indeed, the Piazzesi (2005) model can be reconciled 

with all features (i)-(vi). However, this model has some specification problems and it is also 

rather complex, which makes it hard to arrive at an explicit characterization and grasp the 

main implications of the model. These issues will be addressed in the next section where the 

main differences between the Piazzesi (2005) model and the model presented in this paper 

will be discussed. 

   

Finally, theoretical models that focus on some of the key features such as (ii) and (iii) can be 

found in the interest stepping literature, see e.g. Eijffinger, Schaling, and Verhagen (1999), 

Gerlach-Kristen (2004), and Guthrie and Wright (2004), and the empirical analysis of these 

features includes Eichengreen, Watson, and Grossman (1985) and Gerlach (2005). However, 

these papers only deal with the dynamics of the policy rate and do not incorporate an analysis 

of the term structure of interest rates. 

 

 

3. The model 

The term structure model is presented in this section. We start by introducing the concept of 

the target interest rate. 

                                                
10 Term structure models in the finance literature describe the yield curve as a function of exogenous 
variables. Thus, policy analyses such as the analysis of shocks to the policy rate or the analysis of changes 
in policy parameters (e.g.  coefficients in Taylor rules), are not meaningful in such models. 
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The target interest rates 

We assume there to be an economic state variable, x (t), (henceforth called the target interest 

rate) that follows an Ornstein-Uhlenbeck process according to  

 

 d )(tx = κ[ *x - )(tx ]dt + σdW(t), (1) 

 

where x*, κ  and σ  are parameters and dW(t) is an increment of a standard Wiener process. 

We notice that the future value of the state variable, x(t+u), conditional on the time t 

observation, x(t), is a random variable with mean m(u, x(t)) and variance v2(u), given by 

 

 m(u, )(tx ) = *x  + ue κ− ( )(tx - *x ),   v2(u) = )2
2

1(
2

ue κ

κ
σ −− . (2) 

 

The phrase and concept target of the interest rate is taken from Gerlach (2005) who 

estimates the policy rate process of ECB with an ordered probit model. The actual process for 

the short term interest rates will inherit important properties from the target interest rate 

process, but exhibit short dynamics in the short run that differ from (2) due to the decision 

process of the central bank, as we will see below. 

 

The dynamics of the policy rate 

A central bank takes decisions on its instrument (the policy rate), r(t), at dates nt = 0t + ns, 

where s is the constant length of the time period between policy meetings. Since we will 

measure time in years, a typical value of s is about 0.1.  The policy rate, r, will be interpreted as 

an instantaneous risk-free rate. The case when investors face a risk-free rate that may differ 

somewhat from the policy rate is dealt with later. The actual policy rate will normally deviate 

from the target interest rate, which will give rise to a policy gap, z(t), defined as 

 

 )(tz ≡ )()( trtx −  (3) 

 

However, the interest rate decision will tend to close the policy gap over time in the sense that 

the probability of an upward (downward) adjustment of the policy rate is high if the policy 
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gap is positive (negative) and large. More specifically, we assume that at time 1+nt , the central 

bank sets the policy rate according to 

 

 r( 1+nt ) = r( nt ) + d[ +
+1ntN - −

+1ntN ], (4) 

 

where d is the size of a typical change in the policy rate (e.g. 25 basis points) and +
+1ntN  and 

−
+1ntN  are Poisson distributed random variables according to 

 

 +
+1ntN  ~ Po( ))(( 1−+

+
ntzλ ),   −

+1ntN  ~ Po( ))(( 1−+
−

ntzλ )   (5) 

 ))(( 1−+
+

ntzλ = 0λ + βmax[ )( 1−+ntz ,0],   ))(( 1−+
−

ntzλ = 0λ - βmin[ )( 1−+ntz ,0] ,   (6) 

 

where 0λ is a non-negative parameter and β is a strictly positive parameter that reflects how 

aggressively the central bank reacts to the policy gap. The higher the value of β, the more 

likely it is that the central bank will adjust its policy rate. The notation )( 1−+ntw  refers to the 

value of variable w just before the policy meeting at time 1+nt whereas )( 1+ntw  refers to the value 

of variable w just after the policy meeting, i.e. the policy rate decision is included in the 

information set at time 1+nt . In particular, we have 

 

 )( 1−+ntz = )()( 11 −++ − nn trtx = )()( 1 nn trtx −+ . (7) 

 

Several comments can be made. Notice first that although the Poisson parameters are non-

linear in the policy gap z, it is easily shown that the expected change in the policy rate at the 

policy date is linear in z and of the form [ ])( kt trE
k

∆
−

= dβ )( −ktz . Furthermore, stochastic 

changes in the state variable, x, will alter the expectations of future monetary policy and thus 

affect long term yields. Thus, between policy dates, economic shocks (shocks to x) will lead to 

fluctuations in long term interest rates while short term interest rates that mature before the 

next policy meeting will be unaffected. Moreover, policy rate changes are a multiple of a fixed 

step size, (d). Finally, there is a positive probability that the decision is to leave the policy rate 
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unchanged. In other words, the stylized features (i), (ii) and (iii) discussed in the previous 

section are built into the model by construction.  

 

The model is many respects similar to the Piazzesi (2005) model, but there are at least three 

important differences. (i) One difference is that Piazzesi assumes adjustment of the official 

rate to take place randomly over time according to a Poisson process with state-dependent 

intensities11, whereas I assume that the official rate can only be adjusted at fixed dates 

according to (4). (ii) Another difference is that the Poisson parameters in (6) are always non-

negative, whereas negative Poisson intensities are possible in Piazzesi (2005), which leads to 

conceptual problems. Moreover, in Piazzesi (2005), fluctuations in the state variables will have 

a double effect in the sense that an increased intensity for an upward adjustment of the policy 

rate due to changes in state variables will be accompanied by a decreased intensity of a 

downward adjustment of the same size.12 In contrast, in my model fluctuations in a positive 

policy gap will only affect the probability of an upward adjustment of the policy rate while the 

probability of a downward adjustment remains unaffected at a low level. The non-linear 

relationship between adjustments of the policy rate state variable assumed in this paper 

appears to be more realistic, but in the end it is an empirical issue. (iii) The third and 

probably the most important difference is that Piazzesi (2005) assumes a rather complicated 

model, where the adjustment probabilities are related to four state variables. This paper 

assumes a parsimonious and natural relationship between the policy gap (a single variable) 

and adjustment probabilities of the policy rate. As a consequence, very explicit term structure 

expressions can be derived. 

 

Pricing formulas 

Given the above set-up, an arbitrage-free price, B(t,T), of a zero coupon bond at time t 

promising its owner a unit nominal payment at T  is given by 

                                                
11 More precisely, Piazzesi (2005) assumes that during some time intervals, in which FOMC meetings are held, the 

intensity of an upward (downward) adjustment is )( XX t
T
X −+ λλ  ( )( XX t

T
X −− λλ ), where tX  is the state 

vector, X its mean, T
Xλ is a row vector describing how sensitive the intensity is to fluctuations in the state variables, 

and λ  is a positive scalar. Outside the policy meeting, the intensities for upward and downward adjustments are 
set to a common constant value λ .  
12 The same effect will occur in the present model if the Poisson parameters are modelled in a linear fashion as 

))(( 1−+
+

ntzλ = 0λ + β )( 1−+ntz  and ))(( 1−+
−

ntzλ = 0λ - β )( 1−+ntz . In this case, the expected change in the policy 

rate becomes [ ])( kkt
trE ∆

−
 = 2dβ )( −ktz , which corresponds to eq. (7) in Piazzesi (2005).  
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 B(t,T) = 






 ∫−
T
t

duur
t eE

)(
, (8) 

 

where tE denotes expectations conditional on information known at time t. Bond pricing 

formula (8) should be considered as a special case for which market prices of risks are zero. 

We make this simplifying assumption because we want to focus on the role of monetary policy 

expectations (i.e. expectations of future values of the policy rate) rather than on term premia, 

which are essentially determined by the market price of risks.13   

 

It is convenient to introduce the notation ),( TtBn , where subscript n provides us with the 

information that n policy meetings will take place during [t,T]. Exact closed form bond price 

formulas based on (8) are not available. However, an excellent approximate closed form 

expression is available.14 Using notations l(t) = 1t - t  and τ = (T- nt ) for time to the next policy 

meeting and time between the maturity date and the last policy meeting date (during the life of the bond), 

respectively, it is shown in the appendix that the approximate bond price takes the form 

 

 ),( TtBn = ),(),( TtcTtJ nne +− , (9) 
 
where ),( TtJ n is the expected integral of the policy path 
  

 ),( TtJ n ≡ 



∫

T

tt duurE )( = )),(( τϕ tln )( 0tr  + )(τηn x* + )),(( τπ tln (x(t)-x*), (10) 

 
and )),(( τtlcn is a deterministic function recursively defined as  
 
 )),((0 τtlc = 0 (11) 

 )),((1 τtlc = 2 )1)(cosh(0 −τλ d + 2/))(()1( 222 tlw ντ−  (12) 

 )),((1 τtlcn+ = ),( τscn + Λn(l(t)), n = 1,2,… (13) 

                                                

13 It is straightforward to generalize (8) to B(t,T) =










 ∫ ∫+∫ −− T
t

T
t udWuqduuqT

t duur
etE

)()()(½)( 2

, where q is the 

market price of risk. If the market price of risk takes the (general) form q = q0 + ρx, we can replace κ  and x* with 

qκ = κ−σρ,  and *qx = (κx* + σq0)/ qκ , respectively, in the valuation formulas, provided that qκ > 0.  Like Piazzesi 

(2005), we also disregard the market price of policy risk (surprising policy rate movements). 
14 The approximation error on yields is less than 0.5 basis points for reasonable parameter values and 
thus, not noticeable in practice; see Appendix 4 for details.  
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 Λn (u) = 2 )1)),((cosh(0 −τϕλ sd n + ( ) )(),(),()1( 22 uss nn ντπτϕω +− /2, (14) 
 

where cosh(u) = ][5.0 uu ee −+ , v2(u) is given by (2) and functions nϕ , nη , and nπ are 
defined as  
 

 )),(( τϕ tln = l(t) + s
ω

ωω
−

− −

1
)1( 1n

 + τ nω , (15) 

 )(τηn = s[(n-1) - 
ω

ωω
−

− −

1
)1( 1n

] +  τ (1- nω ), (16) 

 )),(( τπ tln = θ(l(t))[sω
( )







−
− −

ωγ
γω 1/1 n

- 





−
− −

ω
ω

1
)1( 1n

 +   τ ( ( )nγω / - nω )], (17) 

and where 
 

 θ(l(t)) = ))((
)1(
)1( stle −−

−
− κ

γ
ω

 . ω = 1- βd,    γ = ω seκ , (18) 

 

provided that γ ≠ 1. Before we take a closer look at forward and yield curves, some remarks are 

in order. The bond pricing formula is affine i.e. the log bond price can be written as a linear 

function of the state variable x(t) as lnB(t,T) = a(t,T) + b(t,T)x(t), where a and b are 

deterministic functions. However, in contrasts to most affine models (Piazzesi (2005) being an 

exception), functions a and b cannot be written as a function of time to maturity (T-t) only 

since they also depend on calendar time (t) separately. More precisely, for a fixed time to 

maturity, (T-t), bond prices mainly depend on the number of policy meetings during the life 

of the bond which, in turn, depends on where in the policy cycle (e.g. the time to the next 

policy meeting l(t)) we observe prices. We will examine this important feature more closely 

shortly. Finally, by inserting reasonable parameter values (e.g. from table 1 below) in the 

expressions for the convexity terms, it is easily verified that these terms are negligible and we 

will not analyse them in detail in what follows. 

 

Examination of the forward rate curve. 

We will now take a look at the forward rate curve implied by the bond pricing formula above. 

For that purpose, we sometimes use the parameter values reported in table 1 to get a feeling 

for some quantitative effects. The parameter values for d, s and x* appear to be quite 

reasonable, even though the specific choice of parameter values may reflect features of 
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specific central banks.15 The chosen value of λ0, which is broadly in accordance with findings 

reported by Piazzesi (2005), implies that an unchanged policy rate is the most likely decision 

when the policy gap is close to zero.16 It is difficult a priori to have any beliefs about 

reasonable values for parameters β, κ and σ. However, as will be demonstrated shortly, it is 

possible to use recent empirical studies of the Nelson-Siegel factor model (see Diebold, 

Rudebusch, and Boragan Aruoba (2006)) to obtain rough estimates of these parameters. 

Moreover, forward and spot interest rates will turn out to be quite insensitive to parameter σ.  

 

Table 1.  Parameter values used in examples 

D s β λ0 x* κ σ 

0.0025 0.125 40 0.2 0.045 0.9 0.033 

 

We are now ready to take a closer look at the forward rate curve. The forward interest rate, 

f(t,T), is defined as f(t,T) ≡  - TTtB ∂∂ /)),(ln( ,which, together with (9), yields 

 f(t,T) =ωn(t,T) )( 0tr + (1-ωn(t,T))x*  + )))((( ),(),( TtnTtsnetl ωθ κ −− (x(t)-x*) - f
nc , (19) 

 fc0 = 0,  (20) 

 fc1 = 2dsinh(dτ) + ))(()1( 22 tlvωτ − , (21) 

 f
nc = ττ ∂∂ /)),((ln( tlcn , n = 2,3,…, (22) 

 

where sinh(u) = ][5.0 uu ee −−  and the function )(2 ⋅v  is given by (2). Let us take a closer look 

at expression (19). Let us begin by making some natural observations, such that the forward 

interest rate, f(t,T), must take the same value for all maturities for which the number of policy 

meetings before maturity, n(t,T), is the same. Thus, the forward rate curve will be step-shaped. 

Furthermore, the expression for the forward rate is surprisingly simple and essentially a 

weighted average of the current policy rate ( )( 0tr ), the long run value of the target interest 

rate (x*) and the target interest gap (x(t)-x*), where the weights depend on the number of 

policy meetings (n(t,T)) during [t,T]. In particular, the forward rate equals the current policy 

                                                
15 For instance, the chosen value of s implies eight policy meetings per year, which is the meeting frequency of the 
Fed. ECB, on the other hand, has 11 policy meetings per year, whereas Sveriges Riksbank recently announced that 
there will be six policy meetings per year. 
16 Piazzesi (2005) reports an estimate of 84 for the constant intensity λ (in the constant volatility case),  
which corresponds to a value of 84/365 = 0.23 forλ0. 
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rate, r( 0t ), when there are no policy meetings before maturity (n(t,T) = 0), whereas it tends to 

the long run value of the target interest rate, x*, (modified by a negligible convexity term) 

when maturity (and hence, the number of policy meetings, n(t,T)) tends to infinity. The third 

term is zero for n(t,T) = 0 and also tends to zero when n(t,T) becomes very large. For 

intermediate maturities, the expression in front of the target interest rate gap, (x(t)-x*), is 

positive and hence, its impact on the forward rate curve is hump-shaped.  

 

The feature of having a factor with a hump-shaped impact on the forward rate curve (i.e. a 

curvature factor) is recognized from the Nelson-Siegel factor model. Indeed, if we consider 

the special case γ = 1 (see the appendix for derivation) and rearrange we obtain  

 

 f(t,T) = x*- f
nc + (r( 0t )-x*) ),( Ttsne κ− + (x(t)-x*)(1-ω) ))(( stle −−κ n(t,T) ),( Ttsne κ− , (23) 

  

where we have used the fact that ω  equals se κ− in the case γ = 1. Let us compare this 

expression with the corresponding expression for the Nelson Siegel factor model 

 

 f(t,T) = 1β + )()(2
tTet −−λβ + )())((3

tTetTt −−− λλβ . (24)

  

We see that expressions (23) and (24) exhibit almost identical functional forms, where 

1β , )(2 tβ , )(3 tβ , and λ  correspond to x*, (r( 0t )-x*), (x(t)-x*)(1-ω) ))(( stle −−κ /(κs), and κ, 

respectively. Apart from a negligible convexity term, the difference between (23) and (24) is 

that time to maturity (T-t) in (24) corresponds to the time length between policy meetings (s) 

times the number of policy meetings during [t,T] in (23), which is not exactly the same thing, 

even though sn(t,T) may serve as a reasonable approximation for (T-t), when n(t,T) is large. 

The observation that it is possible to relate the forward rate curve (23) to the Nelson-Siegel 

model has been used to obtain rough estimates of parameters β, κ  and σ  in table 1.17 

                                                
17 A comparison between (23) and (24) suggests that )( tTe −−λ = ),( Ttnω = ),( Ttsne κ− .  If we use the λ estimate of 
12*0.077 from Diebold, Rudebusch, and Boragan Aruoba (2006) (who measure time in months) together with 
the values from table 1 for d and s  and the observation that sn(t,T) ≈ (T-t) when n is large, the above relationships 
imply the following estimates: β = 43.6  κ = 0.924. Somewhat different values were used in table 1 in order to avoid 
the special case γ =1 in examples. Concerning estimates of σ, a comparison between (23) and (24) also suggests 

that the standard deviation of the 3β  factor takes the form 
3βσ  = xσ (1-ω) ))(( stle −−κ /(κs), where xσ  = σ/(2κ) 

is the unconditional standard deviation of the target interest rate x. Table 1 in Diebold, Rudebusch, and Boragan 
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The Nelson-Siegel factor model has been quite popular (see e.g. Diebold and Li (2006) and 

Diebold, Rudebusch, and Boragan Aruoba (2006)) thanks to the intuitive decomposition of 

the forward (and spot) interest curve into a level (or asymptotic) factor, 1β , a slope factor, 

)(2 tβ , and a curvature factor, )(3 tβ . At the same time, the Nelson-Siegel model and, in 

particular, the curvature term appear to be ad hoc. However, the above analysis suggests that 

it seems possible to derive a modified Nelson-Siegel factor model that is based on modern 

asset pricing theory when the policy rate process is given by (4).  

 

Gradualism  

The quantity ω = 1-βd plays an important role in the above analysis as seen from expression 

(19). There is another way of assessing the magnitude of ω and, at the same time, present a 

somewhat new view of the role of gradualism and interest rate smoothing. Assume that we use 

quarterly data in order to estimate a policy rule of the following type: 

 

 tr  = (1-ρ)(r* + η tg ) + ρ 1−tr + tε , 0 ≤ ρ  <1, (25) 

 

where tr  denotes quarterly observations of the actual policy process r(t), tg  is a vector of 

macroeconomic gaps to which monetary policy responds and where, r*, η (vector), and ρ are 

parameters. How does monetary policy rule according to (4) relate to policy rule (25)? First, 

r* is the long run value of tr  and we see from (4) that the short term interest rate is expected 

to converge towards x*, so r* =x*. Moreover, parameter η determines how sensitive tr  is to 

economic developments tg  and the term η tg  corresponds to the target interest gap, x(t)--x*. 

However, we are mostly interested in the last term, ρ 1−tr , where parameter ρ  is often 

interpreted as a measure of interest rate smoothing. Moreover, we see from (19) that the 

term ωn(t,T) )( 0tr determines the impact on the (expected) future policy rate of the current 

policy rate. In other words,  

 

                                                                                                                                                   
Aruoba (2006) indicates that )(3 tβ (denoted by  Ct) may be approximated by an AR(1)-process, in which case we 

obtain the estimate
3βσ = 0.024 (if interest rates are measured in decimal form). This estimate together with the 

other parameter values render an estimate σ = 0.033. 
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 ρ ≈  wn(t,T), (26) 

 

where the number of policy meetings between quarterly observations of the short term 

interest rate, n(t,T), should be two on average (when s = 1/8 years). Relation (26) enables us 

to obtain rough estimates of the crucial quantity ω. According to Clarida, Gali and Gertler 

(2000), a typical estimate of the smoothing parameter ρ seems to be around 0.8, which 

corresponds to a ω value of 0.89 (n(t,T) = 2). This is close to the estimate of ω that was 

obtained when the forward rate curve (23) was compared to the Nelson-Siegel curve (24); see 

footnote 17. To sum up: The size of the important quantity w = 1 – βd can be assessed by 

analysing parametric models of the forward rate curve as well as by time series analysis of 

policy rules, and the fact that these two very different approaches give similar estimates of w is 

reassuring. 

 

Next, we turn to the effects of monetary policy shocks defined as unexpected changes in the 

policy rate. Formally, such a shock at policy date tk can be written as [ ])()( ktk trEtr
k

∆−∆
−

, 

where )( ktr∆ and [ ])( kt trE
k

∆
−

 are the actual and the expected (just before the policy 

meeting) adjustment of the policy rate, respectively. To analyse term structure effects of such 

shocks, let us define ),( Ttf k∆  as the shift in forward rates associated with a policy decision 

taken at time tk. It is straightforward to show that this shift is given by 

  

 ),( Ttf∆ = 1),( −− Ttn kω ( [ ])()( ktk trEtr
k

∆−∆
−

),   (27) 

 

where one realizes that the number of policy meetings during [ −kt ,T], ),( Ttn k− , includes the 

meeting at tk.  Moreover, from (4), we also have that   

 

 [ ])( kt trE
k

∆
−

= βd )( −ktz . (28)

  

An interesting example of a policy shock is when there are expectations about an adjustment 

in the policy rate (say upwards), but the decision is to leave the policy rate unchanged. For 

instance, assume that the (pre-meeting) policy gap is two percentage points which, according 

to (28) (using parameter values from table 1), implies that the expected adjustment of the 
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policy rate is 20 basis points. In this case, market participants expect an upward adjustment of 

the policy rate, but a decision not to change the policy rate is also a possibility. Further, 

assume that two policy meetings will be held during the three coming months with the next 

policy meeting in a very near future. A decision not to change the policy rate will then 

decrease a three-month forward interest rate by minus 18 basis points according to (27). 

Notice that this effect arises despite the fact that the state variables (x and r) do not change! 

Obviously, many affine models will have a hard time explaining such dynamics since factors 

causing term structure movements are normally unchanged in this example.18 The shift in 

the forward rates is only due to the fact that the number of policy meetings during maturity 

(n(t,T)) has decreased by one (and the time to the next policy meeting has increased from 0 

to s years). This example clearly illustrates the importance of calendar effects. 

 

There are some caveats to this example. First, the fact that the target interest rate is treated as 

an exogenous variable is a simplification, even though the quantitative effects of relaxing this 

assumption are probably small. Moreover, the unexpected decision to leave the policy rate 

unaffected is often associated with new intentions from the central bank which, in turn, also 

affect monetary policy expectations and the term structure of interest rates. We will shed 

some light on these issues later. 

 

Before we consider some extensions of the above term structure model, let us take a small 

look at zero coupon yields. Zero coupon yields, y(t,T), can easily be computed from (9) as 

y(t,T) = -ln( ),( TtBn )/(T-t), i.e. 

 

 y(t,T) = [ )),(( τϕ tln )( 0tr  + )(τηn x* + )),(( τπ tln (x(t)-x*) - )),(( τtlcn ]/(T-t), (29) 

 

where )),(( τϕ tln , )(τηn , )),(( τπ tln , and )),(( τtlcn are given by expressions (11)-(17). No 

additional information or genuine theoretical insights are gained from this expression, but it 

plays a potentially important role in empirical work since price information from the term 

structure is very often quoted in terms of yields. Moreover, the forward rate expression (19) is 

essentially only a function of the number of policy meetings, n(t,T), during [t,T], whereas a 

closer inspection of (29) reveals that we also need information about time after the last 
                                                
18 Naturally, those affine models, the factors of which are pure term structure factors, e.g. the level, slope and 
curvature model of Cochrane and Piazzesi (2005), will be able to at least partially account for those effects. 
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meeting (τ) to calculate yields.  To illustrate this point, let us assume that the target interest 

rate, x, equals its long run value, x*, but that the current policy rate is two percentage points 

below the target interest rate at 2.50 percent. Let us consider a one- month interest rate where 

one policy meeting will take place just before the maturity date of the underlying bond. This 

means that the time after the last meeting (τ) is essentially zero which, in turn, implies that 

the one-month yield more or less coincides with the current policy rate of 2.50 percent. Now 

we move (almost) one month forward to just before the coming policy meeting and assume 

that no additional policy meeting will occur until maturity and that the target interest rate 

remains at its long run value. In this case, the time after the last meeting (τ) is essentially the 

same as the time to maturity (T-t), which together with the parameter values in table 1 imply a 

one-month yield of 2.70 percentage points. Despite the fact that nothing has happened 

besides the flow of time, the one-month yield has increased by 20 basis points! Once again, we 

have an example where calendar time effects are substantial. 

 

We also demonstrate graphically what the forward rate and the yield curve can look like 

according to the term structure model, see figure 1. The graphs are based on the assumption 

that the current policy rate is 3.5 percent, which is below the current target interest rate of 5 

percent so there is a positive policy gap and hence, a tendency to a hump-shaped forward rate 

curve, see figure 1a. The step-shaped pattern is evident, especially at the short end of the 

forward rate curve, but otherwise the curves look very normal. However, if we shrink the time 

horizon to six months, the step-shaped forward rate curve becomes a dominant feature that 

cannot be reproduced by traditional term structure models. Moreover, the yield curve 

exhibits some non-standard features. The very short end is flat and a (weak) local convex 

shape between the first policy meetings can be observed. 
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Figure 1. The forward rate curve and the yield curve 

a) Time horizon: 5 years                                                b) Time horizon: 6 months 
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Note. The construction of the graphs is based on the parameter values in table 1 and the following initial 
conditions: r = 0.035, x = 0.05, and l(t) = 0.075 years (time to next policy meeting). 
 

 

Extension to the multifactor target interest rate case 

The assumption that the target interest rate, x, is driven by one factor was made for simplicity 

and it is straightforward to extend the model to the case when the target interest rate is driven 

by multiple factors. More precisely, let us assume that the target interest rate, x, is the sum of 

two components according to  

 

 x  = 1x + 2x , (30)
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 (31) 

 K = 








2

1 0
κρ

κ
, (32) 

where )(1 tdW and )(2 tdW are independent increments of standard Wiener processes. The 

state variable 2x is the “normal” target interest rate, i.e. the interest rate that the central bank 

adjusts towards normally. It has the same long run value, x*, as the target interest rate process 

described by (1). However, the target interest rate is influenced by monetary shocks ( 1x ) 

called intention shocks, i.e. the central bank signals that for a while, it aims at a target interest 

rate (x) that differs from the normal target interest rate ( 2x ). These kinds of intentional 
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shocks can, in principle, occur anytime, e.g. in the form of signalled intentions in speeches. In 

the appendix, it is shown that the expected future target interest rate is given by 

 )]([ utxEt + = (1+ϕ) )(1 tx ue 1κ− + [ )(2 tx - x* - ϕ )(1 tx ] ue 2κ− ,     ϕ =
21 κκ

ρ
−

, (33) 

provided that 1κ ≠ 2κ . Expression (19) in this case extends to 

  

 f(t,T) = ωn(t,T) )( 0tr +(1-ω)n(t,T) *x  + ))((1 tlθ )( ),(),(1 TtnTtsne ωκ −− )1( ϕ+ )(1 tx  

           + ))((2 tlθ )),(),(2( TtnTtsne ωκ −− [ )(2 tx - x* - ϕ )(1 tx ] - f
nc , (34) 

 

where ))(( tliθ = (1-ω) ))(( stlie −−κ /(1- iγ ), iγ = ω sieκ , i = 1,2, and f
nc  is a small convexity term. 

It is easily verified that the case γ 1 = γ2 = 1 corresponds to the extended Nelson-Siegel model 

(or the Svensson model, see Svensson (1995)). The normal target interest rate should to a 

large extent reflect macroeconomic conditions that, in turn, are affected by intention shocks. 

If parameter ρ is positive, then an intention shock will have a dampening effect on the normal 

target interest rate ( 2x ). In this sense, the target interest rate is no longer treated as an 

exogenous state variable. 

 

Another possibility is to let the target interest rate be a continuous time Taylor rule, i.e. x  = x* 

+ gπ(π-π*) + gy(y-yp), where (π-π*) and (y - yp) denote the inflation gap (relative to an inflation 

target π*), and the output gap (deviation from potential output yp), respectively. Naturally, 

the factor dynamics (for state variables (π-π*) and (y - yp)) must be modified, in particular 

matrix K in (31). 

 

 

Overnight spreads and the implementation lags 

In reality, the policy rate does not necessarily exactly represent the instantaneous risk-free 

rate. Market participants may face an overnight rate, r0(t), that differs slightly from the policy 

rate. However, it is straightforward to adjust for this discrepancy. Assume that the spread, δ, 

between the overnight rate and the policy rate follows an Ornstein-Uhlenbeck process 

according to  
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 dδ(t) = δκ [ δ(t)-δ*]dt  + δσ )(tdWδ , (35) 

 

where )(tdWδ  is an increment of a standard Wiener process independent of anything else. If 

we replace the policy rate, r(t), by the overnight rate, )(tr o = r(t) + δ(t), in the valuation 

formula (8), we obtain a modified bond price  

 

 B(t,T) = B0(t,T)
),,(*5.0),(*))(()(* δδδ σκκξδδδ tTtTttT

e
−Ω+−−−−−

, (36) 

 

where functions ξ and Ω are defined as 

 

 ),( κξ u = (1- ue κ− )/κ,   Ω(u,κ,σ) = 22 /)]2,(),(2[ κκξκξσ uuu +− , (37) 

  

where B0(t,T) is the bond price when there is no difference between the overnight rate and 

the policy rate. It easily verified (and quite obvious) that the modified expression for the yield 

is the previous one (see (29)), plus a small Vasicek component.19 The additional spread 

component δ can be quite volatile and adds substantial volatility to the short end of the yield 

curve. 

 

Next, we consider the case when there is an implementation lag (ε), i.e. a policy rate decision 

announced at policy meeting date kt  is implemented at date ε
kt = kt + ε, where ε is a small 

positive number. Let ),( TtBn
ε be the price of a zero coupon bond at time t, ε

0t ≤  t < ε
1t , when 

there are n policy rate implementations during [t,T] and an implementation lag of ε. In the 

normal case when ε
0t ≤  t < 1t , it can be shown that the bond price, ),( TtBn

ε , takes the form20

   

 ),( TtBn
ε  = εε )( 0tre − ),( ε−TtBn = εε )( 0tre − ))(,),(( 0

εε trTtlBn − , (38) 

                                                
19 See equation (29) in Vasicek (1977). Notice that we have set the market price for the overnight rate risk at zero, 
but an extension to the case when the market price for overnight risk is no-zero is straightforward; see footnote 13. 
20 To understand (38), an additional deterministic factor exp(-r( ε

0t )ε)  can be factored out from the stochastic 

discount expression appearing within brackets in (8), due to the implementation lag. The remaining stochastic 
part of the discount factor then has the same form as before (i.e. the case with no implementation lag) with the 
exception that the last part of the step-wise integral in (8), i.e. the part representing the impact of the nth and last 
policy rate decision, is smaller since the time after the last implementation (τ) is ε years shorter.  
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where nB  refers to the corresponding bond pricing formula when there is no implementation 

lag, e.g. formula (9). Function nB represents the same valuation formula, but it highlights how 

the bond price depends on the time to the next policy meeting, l(t), and the current policy 

rate, r( ε
0t ). The reason for this more ambitious notation will become clear shortly. The 

modified bond pricing formula is quite intuitive. The implementation lag means that the 

current policy rate will prevail somewhat longer and its impact will be somewhat larger on the 

bond price, as reflected in the exponential factor, whereas the impact of the expected policy 

path after the next policy rate decision is somewhat smaller as reflected in the slight reduction 

of the maturity in the bond price function nB . 

 

The bond price formula become slightly more complicated when 1t ≤  t < ε
1t , i.e. we know the 

policy rate decision announced at time 1t  but it has not yet been implemented. The modified 

bond price in this case, ),(ˆ TtBn
ε , can be written as 

 

 ),(ˆ TtBn
ε = ))(( 11 tttre −∆ εε

),( TtBn
ε = ))(( 11 tttre −∆ εε εε )( 1tre − ))(,,( 12

εε trTttBn −− , (39) 

 

where ∆r( ε
1t ) = r( ε

1t )-r( ε
0t ). To understand (39), notice that in the case r( ε

1t ) = r( ε
0t ), we 

have returned to the previous case with the minor modification that all policy dates have been 

updated as underscored by the arguments in function nB . If r( ε
1t ) ≠ r( ε

0t ), we must adjust the 

formula by the deterministic factor exp(∆r( ε
1t )( ε

1t -t)). 

 

The correction for the implementation lag is mainly of importance for short term interest 

rates for which n(t,T) =1. In this case, the impact on a short yield of the implementation lag 

can be approximated by - ε )]([ 1
εtrEt ∆ /(T-t). For instance, ECB operates with an 

implementation lag of one week and if the expected policy rate change is 25 basis points, the 

implementation lag causes a downward adjustment of about 6 basis points on a one-month 

yield. 
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4. Conclusions.  

This paper has derived and presented a model of the term structure of interest rates, where 

the policy rate of the central bank evolves in accordance with the monetary policy decision-

making process, i.e. the policy rate is only adjusted upward or downward at pre-announced 

dates by a small fixed amount (or a multiple thereof). The most noticeable result is that spot 

and forward rates become explicit functions of the number of policy meetings during the life 

of the underlying bond.21 As a consequence, the forward rate curve is step-shaped, which 

reflects the fact that the expectations of the future policy rate are constant between policy 

meetings. Moreover, for a given time to maturity, the number of policy meetings until 

maturity will depend on the position in the policy cycle. In other words, there are calendar 

time effects that can have a substantial impact on short term spot and forward rates. For 

instance, the spot and forward rate curve may shift at policy meetings even if the state 

variables (including the policy rate) are unchanged since the number of policy meetings will 

drop by one for all maturities. Furthermore, given the number of policy meetings until 

maturity, the short end of the yield curve will heavily depend on when the next policy 

meeting takes place. The calendar time effects discussed above are obvious for central bank 

watchers, but they are nevertheless not included in the vast majority of term structure models. 

 

The presented model also has important implications for longer spot and forward rates. In 

particular, it turns out that economic shocks will have a hump-shaped impact on the forward 

rate curve (and hence, also on the yield curve); a feature that is in accordance with the 

empirical findings. A somewhat surprising finding is that a modified version of the Nelson-

Siegel model of the forward rate curve is obtained as a special case. Another observation is 

that the dynamic process for the policy rate assumed in the model also seems to explain why 

the lagged policy rate appears in estimated policy rules. It is also relatively straightforward to 

extend the model by including more state variables, e.g. macroeconomic variables. 

 

For future research, an extension of the model where macroeconomic variables enter 

endogenously and more explicitly would be interesting. Another important (but difficult) 

issue is to examine the term structure implications of assuming a non-linear relationship 

                                                
21 Naturally, the number of policy meetings is a function of time to maturity, so spot and forward rates 
are implicit functions of time to maturity.  
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between the policy gap and the expected change in the policy rate, e.g. a model where 

adjustment probabilities are given by a probit model.22 The pricing of interest rate derivatives 

under the short interest rate dynamics assumed in this paper is another natural field of 

research. Finally, estimating the term structure model using time series of term structure data 

and thereby shedding some additional light on the empirical relevance of the model and 

calendar time effects in particular is, of course, a very interesting research project. 

 

 

 

 

 

 

 

 

 

 

 

                                                
22 See e.g.  Gerlach (2005), who analyses  the ECB policy rate process empirically by an ordered probit model. 
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Appendix1.  Derivation of the expected future policy rate. 
All we need to do is to derive expressions for )]([ nt trE  for all positive integers n.  Direct 
calculations give that 
 
 )]([ 1trEt  = )( 0tr  + (1-ω)g( 1t ), (A1) 
 
where ω = 1-βd  and function g has the form 
 

 g(u) = )( tue −−κ (x(t)- x*) + x* - )( 0tr .  (A2) 
 
Next, we have that 
 
 )]([ 2−tzEt  = g( 2t ) – (1-ω)g( 1t ), (A3) 
 
where z( −2t ) is defined by (7). Thus, 
 
 )]([ 2trEt  = )]([ 1trEt  + (1-ω) )]([ 2tzEt  = )( 0tr  + (1-ω)ωg( 1t ) + (1-ω)g( 2t ). (A4) 
 
By induction, it is straightforward to show that expressions (A1) and (A4) can be generalized to 

 )]([ nt trE = )( 0tr  + (1-ω)∑
−

=
−

1

0
)(

n

k
kn

k tgω . (A5) 

Substituting the definition of function g into (A5) and rearranging gives 

 )]([ nt trE = )( 0tr +(1-ω)∑
−

=

−+−
1

0
0 ))](*(*))(()([

n

k

kk
n trxxtxt ωγµ , (A6) 

where µn (t) = ))1()(( sntle −+−κ and γ = ω se κ . Using the formula for geometric series yields 
 

 )]([ nt trE = ωn )( 0tr + (1-ωn)x*  + )))((( nsnetl ωθ κ −− (x(t)-x*). (A7) 
 
In the case γ = 1, (A6) can be written as 
 

 )]([ nt trE = )( 0tr +(1-ω) )(tnµ n *))(( xtx −  + )(*)(1( 0trxn −− ω ). (A8) 
 

Using the fact that γ = 1 implies ω = se κ− , (A7) can easily be rearranged to 
 

 )]([ nt trE  = x* + (r( 0t )-x*) sne κ− + (x(t)-x*)(1-ω) ))(( stle −−κ n sne κ− . (A9) 
 
Appendix 2. The integral of the policy rate path 
Given expressions for the expected future policy rate, we then calculate the expected integral 
of the future policy rate for different time horizons, i.e. we define  
 
 ),(0 TtJ  = )( 0tr (T-t) (A10) 

 ),(1 TtJ  = )( 0tr ( 1t -t) + )]([ 1trEt (T- 1t ) (A11)

 ),( TtJ n  = )( 0tr ( 1t -t) + s [ ]∑ −
=

1
1 )(n

k kt trE + )]([ nt trE (T- nt ), n = 2,3,… (A12) 
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For n = 1,2,3 …, we can use (A6) and the formula for geometric series and obtain (10).  
  
 
Appendix 3. Derivation of the bond pricing formula (9) 
We demonstrate the validity of formula (9) by induction. Given that r( 0t ) = r  is observed, we 
trivially have that   
 

 ),(0 TtB = )( tTre −− ,  (A13) 
 
which is in accordance with formula (9). Next, we notice that 

 ),(1 TtB = )( 1 ttre −− ][ ))(( 11 tTtr
t eE −−  = )( tTre −−








 −+ −−− ))((
111 tt NNtTd

t eE . (A14) 

We calculate (A12) by first defining ),(1 TtB z = )( tTre −−




 =−

−−− −+

ztzeE tt NNtTd
t )( 1

))((
111 . 

Moreover, ),(1 TtB z  can be written as 
 

 ),(1 TtB z = )( tTre −− ),( 11 TtB + ),( 11 TtB − , (A15) 
where 

 ),( 11 TtB + = 



 =−

−− +

ztzeE tNtTd
t )( 1

))(
11 , ),( 11 TtB − = 



 =−

− −

ztzeE tNtTd
t )( 1

))(
11 . (A16) 

Now 

 ),( 11 TtB + = ∑∞
=

−−+
− +

0

)(
)(

!
)( 1

k

tTkdk
z

k
ez

e
λλ = )1)(( )1( −−−+ tTdeze λ . (A17) 

Similarly, we have that 
 

 ),( 11 TtB − = )1)(( )1( −−− tTdeze λ . (A18) 
 

Using (6) and the approximation ue - 1 ≈ u, it is straightforward to verify that (A15), (A17) 
and (A18) together imply that  
 

 ),(1 TtB z = ztTtThtTre ))(1()()( 11 −−−−+−− ω , (A19) 
where  

 h(u) = 2 0λ [ )cosh(du -1],         =)cosh(u ][5.0 uu ee −+ .       (A20) 
 

To calculate the bond price ),(1 TtB = Et[ ),(1 TtB z ], we use fact that )( 1−tz ~ N(m( 1t -t)-r, 

)( 1
2 ttv − ), where functions m and v2 are given by (2), to get  

 

 ),(1 TtB = 2/)()1())(()1()()( 1
222

11 ttvwrttmwtThtTre −−+−−−−−+−− ττ . (A21) 
 
A closer inspection of (A19) confirms that this is in accordance with formula (9) for n = 1. 
Finally, we need to validate the formula for n+1, provided that it is true for 1,2,…,n. First, we 
have  
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 ),(1 TtBn+ = )( 1 ttre −− [ ]),( 1 TtBE nt = ),()( 1 Tscttr ne +−− ][ ),( 1 TtJ
t

neE − . (A22) 

When analysing ),( 1 TtJ n in (A22), it is important to realize that the time to the next meeting 

and the time after last meeting take the form l( 1t ) = 2t - 1t = s  and τ  = T-tn+1,, respectively. 
Thus, 

 ),( 1 TtJ n = ),( τϕ sn (r + d[ +
1tN - −

1tN  ])+ )(τηn x* + ),( τπ sn (x( 1t )-x*), (A23) 

where 

 ),( τϕ sn = s
ω

ω
−

−
1

)1( n
+ τ nω , (A24) 

 )(τηn = s[(n-1) - 
ω

ωω
−

− −

1
)1( 1n

] + τ (1- nω ), (A25) 

 ),( τπ sn = θ(s)[sω
( )







−
− −

ωγ
γω 1/1 n

- 





−
− −

ω
ω

1
)1( 1n

 + τ ( ( )nγω / - nω )], (A26) 

 θ(s) = 
)1(
)1(

γ
ω

−
−

. (A27) 

As before, we first fix x( 1t ) = x (and hence also z( 1t ) = z = x-r) and define ),( 1 TtB z
n = 

])([ 1
),( 1 ztzeE TtJ

t
n =−

− , which can be written as  
 

 ),( 1 TtB z
n = −+−−−−

nn
xxsxrs BBe nnn *))(,(*)(),( τπτητϕ , (A28) 

where 

 +
nB = 



 +−

1
),( tn Nsd

t eE
τϕ

= )1)(( ),( −−+ τϕλ sndeze  (A29) 

and  

 −
nB = 



 −

1
),( tn Nsd

t eE
τϕ

= )1)(( ),( −− τϕλ sndeze . (A30) 

Using the approximation ue - 1 ≈ u, we obtain 
  

  +
nB −

nB = zsdsdh nne ),()),(( τϕβτϕ − , (A31) 
 
where the function h is given by (A20). (A31) substituted into (A28) yields 
 

 ),( 1 TtB z
n = )),((),()1(*))(,(*)(),( τϕτϕτπτητωϕ sdhxswxxsxrs nnnnne +−−−−−− . (A32) 

 
Now we treat x( 1t ) as a random variable normally distributed according to (2) and obtain 
 

 [ ]),( 1 TtJ
t

neE −  = [ ]),( 1 TtBE z
nt   

        = n
tt
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nnn xtxextwxtxetxtrte Λ+−+−−−−−− −−−− *)))((*)(()1(*))(()(*)()( )()(
1 1

1
1

11
κκ ϕπηωϕ  (A33) 

 nΛ =  h( ),( τϕ sd n ) + ( ) )(),(),()1( 1
22 ttss nn −+− ντπτϕω /2. (A34) 
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It is a straightforward exercise to verify that (A33) and (A34) substituted into (A22) lead to 
expressions (9), when the number of policy meetings during [t,T] is n+1, which was to be 
shown.  
 
Appendix 4. Assessment of the approximation error for yields 
We consider a bond at time t that will experience n policy meetings before it matures at time 
T and define ),( Ttin∆  as the absolute value of the impact on the yield expression to which 

the approximation gives rise. Since the approximation only affects the factor ),( 1 TtB z
n , one 

realizes that (for a fixed and positive value of the policy gap z) 
 

 ),(1 Ttin+∆ = ),(/),(ˆln( 11 TtBTtB z
n

z
n /(T-t) <  n )/( ββ szg /(T-t)   

                   < )/( βszg β/s = z k(s/β), n =1,2,3,…,         (A35) 

where a hat indicates that the exact expression for the bond factor, ),( 1 TtB z
n , is used and 

functions g and k are given by 

 g(u) = u + ue − - 1,   k(u) = g(u)/u,  u >  0 (A36) 
when z > 0. The first inequality is based on the observation that the expression 

)/ˆln( z
n

z
n BB involves n approximations of type ue - 1 ≈ u, and all these approximations are 

bounded from above by function g evaluated at s/β.23. The last inequality follows from the 
fact that (T-t) > ns.  It is easily verified that k is an increasing function. If s = 1/8 and β = 40 
from table 1 is used in (A35), we obtain that ),(1 Ttin+∆ < 0.0016 z . From this example, it is 

clear that it is very unlikely to get an upper bound of the approximation error exceeding 1 
basis point, even if less favourable values of s and β are used. Normally, the error should be 
less than 0.5 basis points and therefore, not noticeable. 
 

Appendix 5. Derivation of expression (33). 
A standard result, see e.g. section 5.6 in Karatzas and Shreve (1988), is that the expected value 
of the state vector w = ( 1x , 2x ), in (31)  is given by  

 )]([ utwEt + = Φ(u)w(t) + Φ(u) ∫
+

−Φ
ut

t
bdvv)( , (A37) 

where b = (0, *2xκ )’, and the 2x2 matrix  Φ fulfils  

 Φ& = -KΦ, Φ(0) = I, (A38) 
where I is the identity matrix and a dot denotes a derivative with respect to time. It is a 
straightforward exercise to show that the solution to (A38) is given by 

 Φ(u)= 










− −−−

−

uuu

u

eee

e
221

1

)(
0
κκκ

κ

ϕ
,    ϕ = ρ/( 1κ - 2κ ). (A39) 

Inserting (A39) into (A37) and multiplying  by the vector (1,1)’ from the left gives (33). 
 

                                                
23 A comparison between (A31) and the exact expression reveals that a term exp(g(d ),( τϕ sn )) is ignored. 

Moreover, it is easily seen that ),( τϕ sn is bounded above from s/(1-w) = s/(βd). Since g is an increasing function, 

it follows that exp(g(d ),( τϕ sn )) < exp(g(s/β)). 
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