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Th  T  St t  f I t t R tThe Term Structure of Interest Rate

• What is the relationship between 
the level of an equilibrium risk 
free interest rate and its term to 
maturity?
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Th  T  St t  f I t t R tThe Term Structure of Interest Rate

• Suppose that there are markets in one-period 
and two period perfectly safe loans  and two-period perfectly safe loans. 

• R1t and R2t are risk free gross rate of return 
from the one- and two-period safe loans  from the one- and two-period safe loans, 
respectively. R1t and R2t are known with 
certainty at time t.y

• R1t
-1 is the price of a perfectly sure claim to 

1 unit of consumption at time t+1.
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C ti t Cl i  M k tContingent Claim Market

Pricing of one-step-ahead state-contingent 
securitiessecurities.

• Let the state of the economy evolve 
according to a Markov process described by according to a Markov process described by 
density f(x’,x), hence,
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C ti t Cl i  M k tContingent Claim Market

• In period t, given that the economy is in state 
x  then one can purchase  or sell  a claim to 1 xt, then one can purchase, or sell, a claim to 1 
unit of next period consumption good 
contingent on the event that xt+1 belongs to a g t+1 g
set A, at the following price (measured in terms 
of time t consumption)
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C ti t Cl i  M k tContingent Claim Market

• Let Ω be the entire space of possible x, the time 
t  price of a perfectly certain claim on period t, price of a perfectly certain claim on period 
(t+1) consumption is  
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