Monetary policy and the term structure of interest rates

In the conduct of monetary policy, a central bank can closely control the short-term money market interest rates such
as the overnight rate. However, private sector decisions to consume or invest depend on other interest rates in the financial
market such as commercial banks’ retail interest rates or long-term yields in the debt securities market. Therefore, the
effectiveness of monetary policy relies very much on how changes in a short-term interest rate affect other interest rates in the
financial market, as reflected in the term structure of interest rates which characterizes the relationship between short-term and
long-term interest rates.!

From this viewpoint, monetary policy affects long-term interest rates through changes in market expectations regarding
short-term interest rates to be set by the central bank in the future. Movements of long-term interest rates thus reflect monetary
policy signals that the central bank conveys to the private sector. Therefore, communication to the public and transparency
of the central bank’s decision-making process are tremendously crucial for the effectiveness of monetary policy.
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" In general, the relationship between short-term interest rates, which are directly under the central banks control, and long-term interest rates can be explained by the
‘expectations theory of the term structure’. It states that arbitrage in the financial market makes long-term interest rates relate to the expected path of future short-term interest rates
according to the following equation (for the case where the long-term rate is the 1-year rate and the short-term rate is the 1-month rate):
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That is, the rate of return on investing in a 1-year government bond (i,lY) should equal to the expected return on investing in a 1-month government bond (E,i},f} for j = 123,.10)

rolling-over 12 times. The variable @ reflects the risk from holding longer-term bond (term premium) that investors typically require compensation for.
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to the case of the US, it is not possible to fully analyse the relationship between the term structure of interest rates and
economic activities in Thailand as bond yield data are quite limited, covering less than one full economic cycle up to the
present. Nevertheless, the Thai bond market has already developed to a stage where information embedded in the term
structure of interest rates reflecting market expectations of future short-term interest rates can be useful for monetary policy
purposes.

An analysis of market expectations from the term structure of interest rates
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expectations regarding the future direction of monetary policy.

In the case of Thailand, Chart 4 shows movements of
source fankof Thatland the forward curve in recent months. In particular, the forward
curve flattened immediately after the MPC meeting on 14 December 2005 and continued to do so up to 13 January 2006 (latest
data). This reflected market expectations that the policy rate tightening would be implemented at a slower pace going forward.
In addition, Chart 5 exhibits market uncertainties surrounding the pace of policy rate hikes as measured by the standard
deviations of the forward curve. Between 15 December 2005 to 13 January 2006, the uncertainty was less than during
the period between 20 October to 13 December 2005, which was the period after the second policy rate hike of 50 basis

points.

As information regarding the private sector’s expectations of future trend in interest rates plays a crucial role in the
analysis of monetary policy transmission mechanism as well as the deliberation of appropriate monetary policy stance, movements
in the term structure of interest rates are closely monitored by the MPC.

?For example, bonds that have the same remaining maturities but pay different coupon rates will have different yields in general.
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