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In order to asses the credibility of their targets and policies, inflation targeting central banks always keep an eye
on market expectations of the future inflation rates and short maturity interest rates. In economies with
developed financial markets the prices of financial assets are a prime source of expectations. In the absence of
options market, the spot curve is thought to contain a great deal of information on market expectations. In this
paper we study the possibility of obtaining market expectations on short maturity interest rates, that is, on the
future monetary policy. A natural starting point in the program of deriving expectations from the spot curve is
the Expectations Hypothesis of the Term Structure of the Interest Rates. According to this hypothesis the
forward curve represents the market expectations on interest rates aside from a negligible or at least time
invariant forward term premium. For this note we developed a unique database of spot curves spanning the
period from Nov-1999 to Sep-2006 in order to test the validity of the Expectations Hypothesis for short
maturities in Colombia. Our results indicate that the spot curve contains information on the future behavior of
short maturity interest rates only for very short horizons. However, we found that the forward term premium
tend to be time varying. These results comprise in the rejection of the Expectations Hypothesis. Although these
results imply that market expectations on future short maturity interest rates can not be obtained applying the
prescription of the Expectations Hypothesis.

The series Borradores de Economía is published by the Economic Studies Department at the Banco de la
República (Central Bank of Colombia). The works published are provisional, and their authors are fully
responsible for the opinions expressed in them, as well as for possible mistakes. The opinions expressed herein
are those of the authors and do not necessarily reflect the views of Banco de la República or its Board of
Directors. 

https://d1b4gd4m8561gs.cloudfront.net/sites/default/files/publicaciones/archivos/borra463.pdf

