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• Consider two types of bonds:
A one-year bond—a bond that promises one payment 
of $100 in one year.  Price of the one-year bond:

A two-year bond—a bond that promises one payment 
of $100 in two years.  Price of the two-year bond:
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Bond Prices as Present Values

In words, the price of two-year bonds is the present value of the payment 

in two years— discounted using current and next year’s expected one-year 

interest rate.



•The expectations hypothesis states that investors care only 
about expected return.

•If two bonds offer the same expected one-year return, then:

Expected return per 

dollar from holding a 

two-year bond for 

one year.
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Bond Prices and Bond Yields



Bond Prices and Bond Yields
• The yield to maturity on an n-year bond, or the n-year 

interest rate, is the constant annual interest rate that 

makes the bond price today equal to the present value of 

future payments of the bond.
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• The yield to maturity on a two-year bond, is closely approximated by:

In words, the two-year interest rate is (approximately) the average of 

the current one-year interest rate and next year’s expected one-year 

interest rate.

Expectation Hypothesis implies that the long-term interest rates 

reflect current and future expected short-term interest rates.
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Bond Prices and Bond Yields

The interest rate on a long-term bond will equal an average of the 

short-term interest rates that people expect to occur over the life 

of the long-term bond.
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•An upward sloping yield curve means that long-term 
interest rates are higher than short-term interest 
rates.  Financial markets expect short-term rates to be 
higher in the future.

•A downward sloping yield curve means that long-
term interest rates are lower than short-term interest 
rates.  Financial markets expect short-term rates to be 
lower in the future.

•Using the following equation, you can find out what 
financial markets expect the 1-year interest rate to be 
1 year from now:
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Bond Prices and Bond Yields



Thailand Yield Curve Movements

• Yields rose during the 
period on expectations 
that the Bank of 
Thailand (BOT) would 
soon increase its 
benchmark policy rate. 

• The decision to hike 
rates raises more on 
concerns that a 
prolonged low-interest-
rate environment 
would pose risks to 
financial stability 
rather than on 
pressures from rising 
interest rates among 
regional peers and in 
advanced economies.



Thailand Yield Curve Movements



Yield Curves Prior to Recent Recessions



Yield Curves Prior to Recent Recessions



Liquidity-Preference Hypothesis

• Empirical evidence seems to suggest that investors 
have relatively short time horizons for bond 
investments. Thus, since they are risk averse, they 
will require a premium to invest in longer term 
bonds.

• The Liquidity-Preference Hypothesis states that 
longer term loans have a liquidity premium built 
into their interest rates and thus calculated forward 
rates will incorporate the liquidity premium and will 
overstate the expected future one-period spot rates. 


