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Abstract

Due to the crucial role the riskless interest rate played in macroeconomics
research and financial product pricing, term structure analysis is one of the most
important basic subjects in macroeconomic and asset pricing research. As real rates
are unobservable, the decomposition of nominal rates could only be accomplished by
highly structured model. Nominal rates and real rates are driven by different factors,
which indicate the dynamics of term structure is a great indicator of macroeconomics
condition.

The writer introduces regime-switching effect into dynamic term structure model
to capture its nonlinear changes. Using MLE to estimate parameters in the model, the
writer decomposed the nominal rates into real rates, expected inflation and inflation
risk premia.

Parameters estimation indicates that Chinese inflation is quite persistent. The
likelihood ratio test doesn’t accept money neutrality. The empirical analysis indicates
that the time-varying factor plays as the level factor and the regime-switching factor
plays as the slope factor. The regime-switching effect lowers the correlation between
nominal rates and real rates. But there’s no evidence of stable Taylor rule or
Mundell-Tobin effect. Real rates are seriously twisted nearly lyear horizon which
could be the results of interest rates controlling.

Term structure is a great indicator of macroeconomics condition, but as Chinese
financing system still disproportionally leans on indirect-financing, the bond market is
still quite pre-mature and interest rates are still largely under the control of the central
bank, which means the dynamics of term structure could be quite misleading at

various times.
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