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Macro-finance models

The term spread contains useful information about future
developments in inflation and activity

Standard spread models can extract some of this information

However, MF models extract information from the whole term
structure and the macroeconomy

They combine the use of unobservable macro variables with latent
variables of traditional term structure literature (Chen and Scott
(1993), Tang and Xia (2007))

They put much more structure on this information, starting with
absence of arbitrage

’Benchmark’model distinguishes:
macro and latent variables
expectations and risk premia
stationary and non-stationary influences
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Adding financial factors

This paper adds latent variables reflecting bank default and liquidity
factors

Adding significantly to the explanatory power of the model, especially
at the short end and at high frequency

Helping to resolve the yield gap ’conundrum’of the mid 2000’s

And throw light on the initial stage of the credit crunch 2007-2008
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Assessment

MF and traditional models both strongly reject the Expectations
Hypothesis

They also find that risk premia are time-varying

This could be due to either changes in price of risk as in traditional
homoskedastic MF model

or due to time varying volatility (e.g. CIR-type square root volatility)

This paper follows the former approach using a single Cochrane and
Piazzesi (2008) price of risk factor

This adds an extra factor but saves a large number of parameters
compared to the general Duffee (2002) approach
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Homoskedastic models

Gaussian (Vasicek (1979) framework means liquidity factors, spot rate
and yields can turn negative

Can this framework handle current environment with spot rate at the
lower bound?

The long term yield asymptote is not well defined if there is a unit
root (Campbell, Lo, MacKinlay (1997))

Making it diffi cult to model longer maturities
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Heteroskedastic models

Mainstream finance literature (Chen and Scott (1993), Tang and Xia
(2007)) uses CIR square root volatility factor to help circumvent these
problems

Corporate/Sovereign spread literature also uses CIR model to avoid
negative liquidity factors

Some recent MF models also follow this approach, these models are
also affi ne, tractable

Consistent with high degree of time varying volatility in macro data -
Great inflation followed by Great moderation.

Bayesian macro models (Justiniano and Primaceri (2009), Benati and
Surico (2009) and many others) also support the heteroskedastic
model

Heteroskedastic MF models suggest that the yield curve contains
useful information about future movements in macroeconomic
volatility. as well as inflation and activity
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The unit root inflation asymptote

Normal to interpret this as a time-varying inflation target as in this
paper

But as Ireland (2007) points out, this reflects the accommodating
monetary stance generally followed until 1980s

Policy has been explicitly or implicitly based on the pursuit of fixed
inflation targets in recent decades

Reflecting this, inflation has been much less persistent in recent years
(Fuhrer (2009))

It is now strongly mean reverting

Thus we should allow for changes in monetary policy regime when
modelling the macroeconomy and the yield curve over long runs of
data
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